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AN  UPDATED  REVIEW  OF  TAX  ADME^STRA- 
TION  PROBLEMS  INVOLVING  INDEPENDENT 
CONTRACTORS 


TUESDAY,  JUNE  8,  1993 

House  of  Representatives, 
Commerce,  Consumer,  and 
Monetary  Affairs  Subcommittee 
OF  THE  Committee  on  Government  Operations, 

Washington,  DC. 
The  subcommittee  met,  pursuant  to  notice,  at  9:30  a.m.,  in  room 
2247,  Raybum  House  Office  Building,  Hon.  John  M.  Spratt,  Jr. 
(chairman  of  the  subcommittee)  presiding. 

Present:  Representatives  John  M.  Spratt,  Jr.,  C.  Christopher 
Cox,  and  Christopher  Shays. 

Also  present:  Theodore  J.  Jacobs,  staff  director;  Thomas  S.  Kahn, 
chief  counsel;  Richard  W.  Peterson,  senior  counsel;  Sandra  Knox, 
assistant  clerk;  Marc  M.  Rose,  minority  professional  staff,  Commit- 
tee on  Grovemment  Operations;  and  Martin  S.  Morris,  GAO 
detailee. 

OPENING  STATEMENT  OF  CHAIRMAN  SPRATT 

Mr.  Spratt.  Our  hearing  this  morning  is  for  the  morning  only. 
We  have  four  panels,  in  addition  to  Mr.  Sisisky,  a  Member  of  Con- 
gress who  is  a  cosponsor  of  H.R.  5011. 

In  the  interest  of  time,  we  are  going  to  get  started  before  other 
Members  arrive  so  that  we  can  take  Mr.  Sisisky's  testimony  and 
allow  him  to  go  to  another  hearing. 

Let  me,  Norm,  just  open  the  nearing  by  saying  that  the  sub- 
committee today  examines  the  employment  tax  laws  that  relate  to 
classification  or  workers,  either  as  independent  contractors  or  as 
employees.  The  subcommittee  issued  a  1992  report,  "Improving  the 
Administration  and  Enforcement  of  Emplo3rment  Taxes,"  but  I  am 
looking  forward  to  this  additional  hearing,  because  it  will  give  me, 
as  a  new  chairman,  and  our  new  members  of  the  subcommittee,  an 
opportunity  to  understand  and  perhaps  formulate  a  position  on  this 
very  complex  matter. 

We  will  examine  the  complaints  by  independent  contractors  and 
businesses  that  use  them  that  the  IRS  is  unfairly  penalizing  them 
when  they  try  to  complv  with  confusing  Federal  tax  laws.  We  will 
consider  H.R.  5011,  a  bill  that  Congressman  Sisisky  and  former 
chairman  of  this  subcommittee,  Doug  Barnard,  and  former  Con- 
gressman Ed  Jenkins  used  to  address  the  problem. 

(1) 


The  supporters  of  H.R.  5011  believe  that  it  would  reduce  the  bur- 
den on  independent  contractors  and  the  businesses  which  use  them 
while  raising  perhaps  as  much  as  $20  billion  in  additional  tax  reve- 
nue for  the  Federal  Government  each  year.  The  opponents  of  the 
bill  claim  that  the  measure  would  only  increase  the  burdens  upon 
small  business. 

Mr.  Sisisky,  you  are  both  a  Member  of  Congress  and  a  very  suc- 
cessful small  businessman  and  the  past  chairman  of  an  important 
subcommittee  of  the  Small  Business  Committee,  and  we  look  for- 
ward to  your  testimony  and  welcome  your  appearance  here  today. 

STATEMENT  OF  HON.  NORMAN  SISISKY,  A  REPRESENTATIVE 
IN  CONGRESS  FROM  THE  STATE  OF  VIRGINIA 

Mr.  Sisisky.  Thank  you,  Mr.  Chairman,  and  good  morning  to 
you.  I  am  very  pleased  to  be  here  today  before  the  Subcommittee 
on  Commerce,  Consumer,  and  Monetary  Affairs  to  address  the 
issue  of  classifying  independent  contractors  for  tax  purposes.  I  am 
very  glad  that  my  friend  and  colleague,  Mr.  Spratt,  and  my  desk 
mate  for  some  11  years  on  the  Armed  Services  Committee,  is  now 
the  chairman  of  this  panel. 

Last  year,  as  chairman  of  the  Small  Business  Subcommittee  on 
Exports,  Tax  Policy,  and  Special  Problems — of  course,  I  am  not 
chairman  anymore,  since  I  am  chairman  of  a  subcommittee  on 
Armed  Services — I  held  a  hearing  on  this  matter  to  explore  wavs 
in  which  to  restore  some  semblance  of  fairness  in  the  Tax  Code  K)r 
small  businesses  that  are  threatened  by  large  penalties  for 
misclassification  of  independent  contractors.  This  issue  is  impor- 
tant because  of  the  significant  role  independent  contractors  play  in 
helping  small  businesses  expand  their  operations  and  create  jobs. 

In  addition,  I  think  we  have  an  opportunity  here  to  reduce  the 
Federal  budget  deficit  without  raising  taxes,  and  that  is  a  consider- 
ation which  is  of  interest  to  all  of  us.  I  can  assure  you  that  it  is 
to  me. 

Mr.  Chairman,  small  businesses  and  other  firms  are  forced  to 
make  treacherous  employment  classification  decisions  based  on  a 
subjective  20-question  common  law  test.  It  is  important  to  note 
that  the  General  Accounting  Office  [GAO]  and  the  Department  of 
Treasury  have  both  acknowledged  that  the  20-question  test  cannot 
be  applied  consistently  in  determining  worker  classification  for  tax 
purposes. 

Under  current  practice,  the  Internal  Revenue  Service  levies 
heavy  back  tax  penalties  when  it  determines  that  a  company  has 
mistakenly  classified  an  employee  as  an  independent  contractor.  It 
exacts  penalties  even  if  the  misclassification  was  unintentional,  the 
hiring  firm  fully  reported  all  payments  to  the  independent  contrac- 
tor to  the  IRS,  and  the  contractor  paid  all  applicable  taxes. 

Failure  to  inform  the  IRS  of  payments  to  independent  contractors 
is  often  deliberate.  This  form  of  tax  cheating  gives  unscrupulous 
businesses  a  competitive  advantage  over  other  businesses  that  are 
trying  to  obey  the  law. 

Now,  one  of  the  drawbacks  of  the  current  law  is  that  the  non- 
reporting  of  payments  to  independent  contractors  carries  only  a 
$50  fine.  This  gives  businesses  almost  no  incentive  to  fully  report 
these  payments. 


Unfortunately,  it  is  usually  the  conscientious  companies  that 
draw  the  exorbitant  fines  fi-om  the  IRS.  This  has  caused  an  alarm- 
ing number  of  small  businesses  to  suffer  severe  financial  hardship 
and  has  driven  many  into  bankruptcy. 

According  to  the  GAO's  latest  tally,  the  IRS  has  conducted  6,900 
audits  since  1988  on  small  companies  alone.  The  average  assess- 
ment was  $68,000,  which  works  out  to  about  $1,400  per  reclassified 
worker. 

During  the  last  session  of  Congress,  I  joined  with  two  of  my  col- 
leagues, who  are  no  longer  serving  in  this  body,  in  sponsoring  H.R. 
5011,  the  Employment  Tax  Improvement  Act.  This  proposal  would 
have  reduced  the  misclassification  penalty  for  firms  that  meet  all 
information-filing  requirements. 

This  bill  also  provided  amnesty  by  waiving  all  back  taxes  for 
businesses  who  agreed  to  reclassify  their  misclassified  workers,  or 
who  have  not  filed  information  returns  in  the  past.  Also,  this  meas- 
ure would  raise  the  penalties  for  not  filing  payments  to  give  em- 
ployers an  incentive  to  report  their  payments  to  independent  con- 
tractors. 

This  would  bring  a  significant  amount  of  compliance  into  the  tax 
system  and  dramatically  reduce  deliberate  tax  evasion. 

The  IRS  did  a  study  that  shows  an  independent  contractor's  tax 
compliance  is  largely  dependent  upon  whether  or  not  the  business 
reports  its  payments  to  the  independent  contractor.  When  firms  do 
report  payments  to  the  IRS  as  required,  independent  contractors 
declared  this  payment  97  percent  of  the  time.  This  figure  drops  to 
83  percent  of  the  time  when  payments  are  not  reported  to  the  IRS. 

In  addition,  the  shortfall  in  revenue  resulting  from 
misclassification  is  relatively  minor  when  you  compare  it  to  the 
shortfall  caused  by  the  nonreporting  of  payments  to  independent 
contractors — $2  billion  compared  to  $20  billion.  At  a  time  when  so 
much  attention  is  being  focused  on  the  Federal  budget  deficit,  the 
revenue  that  could  be  gained  from  this  action  would  be  significant. 

However,  Mr.  Chairman,  this  is  really  a  small  business  issue, 
and  I  will  conclude  my  comments  with  one  more  thought:  Thirty- 
one  percent  of  all  employers  in  this  country,  more  than  2  million 
companies,  utilize  the  vital  services  of  the  5  million  independent 
contractors  in  our  economy. 

People  have  the  right  to  be  self-employed,  and  small  businesses 
have  a  right  to  fair  treatment  under  our  Tax  Code,  and  I  think  that 
we  should  take  proper  steps  to  help  protect  these  rights  and  en- 
courage the  entrepreneurial  spirit  that  makes  our  country  and  our 
economy  grow. 

As  I  said  before,  I  am  sorry  I  cannot  stay,  but  I  would  like  to 
thank  you  and  the  subcommittee  for  giving  me  an  opportunity  to 
address  this  issue  today.  I  look  forward  to  working  with  you  or 
anyone  else  on  this  issue.  As  you  may  or  may  not  know,  I  got  a 
Ways  and  Means  subcommittee,  chaired  by  Mr.  Rangel,  last  year 
to  have  a  hearing  on  this  also.  But  I  think  it  is  an  important 
enough  issue  that  you  really  should  look  into  this. 

Mr.  Spratt.  Well,  let  me  ask  you  a  question,  because  it  relates 
to  lots  of  the  people  in  this  room.  There  are  people  in  this  room 
who  represent  various  small  business  organizations  and  small  busi- 


ness  persons,  some  of  whom  are  for  it  and  some  of  whom  are 
against  it. 

Of  everyone  in  this  room,  I  think  you  represent  small  business 
and  substantially  sized  businesses  that  you  owned,  operated  and 
managed,  and  ran  successfully  and  profitably  for  many  years  before 
you  came  to  Congress.  Do  you  regard,  as  a  businessman  yourself, 
the  requirements  that  5011  would  impose  as  burdensome,  unduly 
burdensome  on  businesses,  something  that  a  small  business  could 
not  easily  comply  with? 

Mr.  SislSKY.  Yes.  If  you  go  by  the  20  questions,  Mr. 
Chairman 

Mr.  Spratt.  No,  no,  5011,  your  bill. 

Mr.  SislSKY.  Well,  5011.  There  was  some  disagreement  in  the 
small  business  community  over  how  to  address  the  20  questions. 

We  thought  we  could  address  that  later.  The  20-question  issue 
was  so  complicated  that  we  said  we  would  address  it  later. 

The  burden  I  think  many  business  organizations  are  really  wor- 
ried about  is  the  burden  of  the  20-question  test.  You  can't  even,  as 
I  understand  it,  get  a  predetermined  classification  from  the  Inter- 
nal Revenue  Service.  This  makes  it  very  difficult  for  businesses  to 
hire  contractors. 

In  my  business  I  did  not  use  independent  contractors.  But  if  you 
could  have  heard  the  testimony  that  we  heard.  I  thought  one  exam- 
ple that  was  very  interesting  came  from  Mr.  Barnard's  district.  I 
think  it  was  a  ballet  company  that  had  maybe  five  shows  a  year 
and  got  caught  up  in  this  ordeal  and  had  to  pay  back  $30,000  or 
$35,000.  They  had  used  independent  contractors,  either  musicians 
or  stagehands.  It  was  very  burdensome  for  them,  but  this  is  a  real 
burden  on  small  businesses  everywhere. 

Now,  what  we  did  with  our  bill  was  to  put  amnesty  in  there.  We 
thought  the  only  way  that  you  could  do  that  was  to  forgive  for  a 
year  and  then  let  people  file.  In  addition,  instead  of  the  $50  fine, 
we  raised  it  to  $2,700. 

I  notice  in  your  memorandum  on  5011,  I  think  it  recommends  a 
penalty  of  $1,000.  But  $50  is  ludicrous.  That  doesn't  provide  any 
incentive  for  filing. 

Mr.  Spratt.  Mr,  Shays,  do  you  have  any  questions  of  Mr.  Sisi- 
sky? 

Mr.  Shays.  No. 

I  would  just  like  to  thank  my  colleague  for  coming  and  address- 
ing this  very  important  issue,  and  to  request  that  my  statement  be 
made  part  of  the  record. 

It  seems  to  me  we  are  really  talking  about  three  things:  The  loss 
of  revenue  to  the  Government;  we  are  talking  about  employees  who 
aren't  getting  benefits;  and  we  are  talking  1  billion  contractors  who 
are  legitimate  who  are  trying  to  compete  against  those  who  are  ba- 
sically not  complying  with  the  law,  and  able  to  underbid  them  and 
put  them  basically  out  of  business. 

So  it  seems  to  me  we  have  talked  about  this  for  a  number  of 
years,  and  I  just  hope  that  we  will  see  some  progress  in  terms  of 
legislation. 

Thank  you  for  coming. 

[The  prepared  statement  of  Mr.  Shays  follows:] 


STATEMENT  OF  CONGRESSMAN  CHRISTOPHER  SHAYS 

GOVERNMENT  OPERATIONS  COMMITTEE 
SUBCOMMITTEE  ON  COMMERCE,  CONSUMER  AND  MONETARY  AFFAIRS 

IRS  RECLASSIFICATION  OF  INDEPENDENT  CONTRACTORS  AS  EMPLOYEES 

June  8,  1993 


Mr.  Chairman,  thank  you  for  holding  this  important  hearing  on  the 
issue  of  misclassifying  employees  as  independent  contractors. 

When  employees  are  improperly  classified  it  hurts  the  worker,  who 
does  not  receive  the  benefits  to  which  he  or  she  is  entitled;  it 
hurts  the  honest  employer,  who  loses  bids  to  competitors  who  are 
able  to  illegally  cut  their  labor  costs;  and  finally,  it  hurts  the 
government,  which  loses  tax  revenues. 

Although  we  do  not  know  exactly  how  widespread  this  problem  is,   a 
GAO  report  to  Congress  in  1989  found  that  38  percent  of  the 
independent  contractors  they  surveyed  were  misclassif ied. 

It  is  estimated  that  by  misclassifying  employees,  contractors  in 
the  construction  industry  can  cut  their  labor  costs  by  as  much  as 
25  percent  by  failing  to  pay  federal  and  state  unemployment 
insurance,  workers'  compensation  and  Social  Security  taxes. 
Obviously,  this  puts  honest  employers  at  a  significant  disadvantage 
when  bidding  for  jobs. 

And  with  hard  economic  times,  with  contractors  desperate  to  win 
jobs,  there  is  an  even  greater  incentive  to  misclassif y  as  a  means 
to  gain  business  and  cut  labor  costs. 


Moreover,  according  to  the  1989  GAO  report,  the  Federal  government 
lost  $1.6  billion  in  tax  revenues  in  1984  alone  because  of 
misclassif ication  of  employees. 

The  costs,  however,  are  probably  even  greater  because  when 
employers  fail  to  pay  unemployment  benefits  or  to  provide  health 
care  insurance,  the  burden  of  providing  coverage  for  the  uninsured 
falls  on  honest  employers  and  the  taxpayer. 

In  an  effort  to  address  this  growing  problem  of  misclassif ication 
of  workers  in  the  construction  industry,  my  own  state  of 
Connecticut  passed  a  law,  which  took  effect  in  October  1990, 
allowing  contractors  to  sue  competitors  who  undercut  them  by 
misclassif ying  their  employees.   We  might  want  to  consider  similar 
legislation  on  a  national  level. 

The  Internal  Revenue  Service  (IRS)  has  not  consistantly  enforced 
the  regulations  that  determine  which  workers  are  employees,  and  not 
independent  contractors.   As  a  result,  some  businesses  are  being 
unfairly  punished,  others  continue  to  take  advantage  of  the  system 
and  workers  suffer  from  being  misclassif ied. 

In  a  report  issued  in  November  1990,  the  Government  Operations 
Subcommittee  on  Commerce,  Consumer  and  Monetary  Affairs,  chaired  by 
former  Congressman  Doug  Barnard,  made  seven  very  helpful 
recommendations  with  regard  to  the  independent  contractor  issue. 

Among  its  suggestions,  the  subcommittee  strongly  recommended  the 
IRS  develop  a  more  systematic  and  objective  approach  to  identifying 
employers  who  have  potentially  misclassif ied  their  employees. 


It  suggested  the  IRS  might  incorporate  matching  information  returns 
for  independent  contractors  receiving  more  than  $10,000  with  the 
income  reported  on  their  tax  returns,  to  identify  those  who  receive 
all  of  their  income  from  one  single  employer.  The  premise  would  be 
that  if  an  individual  derives  all  of  his  or  her  income  from  one 
source,  he  or  she  is  most  likely  an  employee  and  not  an  independent 
contractor. 

Congressman  Barnard's  subcommittee  recommended  that  the  prior  audit 
"safe  harbor"  provisions  be  eliminated.   Under  Section  530, 
employers  are  exempt  indefinitely  from  being  forced  to  reclassify 
their  employees  if  they  had  a  reasonable  basis  for  classifying 
employees  as  independent  contractors  in  the  past,  such  as  a 
previous  IRS  audit  that  did  not  successfully  challenge  their 
classification  procedures. 

The  subcommittee  also  recommended  that  the  "common  law"  factors 
used  to  define  "independent  contractor"  be  revised.   It  concluded 
these  factors  are  extremely  subjective  and  inconsistently  applied. 

In  addition,  the  subcommittee  recommended  that  employers  be  granted 
amnesty  if  they  consistently  filed  information  returns  for  the 
income  paid  to  their  employees. 

I  am  hopeful  this  hearing  will  help  develop  a  means  to  protect 
employees  from  being  misclassified,  prevent  businesses  from 
illegally  cutting  labor  costs  to  gain  an  advantage  over 
competitors,  and  increase  the  collection  of  tax  revenue  from  the 
underground  economy. 
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I  look  forward  to  hearing  from  our  witnesses  today  to  learn  about 
this  problem  and  the  proposals  to  address  it. 

Finally,  I  want  to  thank  Michael  Hobbs  and  David  Bucnis  of  the 
Carpentry  Industry  Partnership  for  agreeing  to  testify  before  the 
subcommittee,  and  Charles  Thomas  for  providing  written  testimony. 
I  also  want  to  commend  Martin  Morris  of  the  subcommittee  staff  for 
his  outstanding  work. 

Thank  you,  Mr.  Chairman. 


Mr.  Spratt.  Mr.  Sisisky,  thank  you  for  coming. 

We  will  let  you  go  to  the  Base  Closure  Commission.  Put  in  a  good 
word  for  Charleston,  please. 

Our  next  panel  is  a  panel  of  witnesses  from  the  Department  of 
Treasury  and  the  Internal  Revenue  Service,  Mr.  Mark  Iwry,  who 
is  the  Deputy  Benefits  Tax  Counsel  from  the  Department  of  Treas- 
ury, and  Mr.  Marty  Washburn,  who  is  the  Compliance  2000  Execu- 
tive of  the  Internal  Revenue  Service. 

We  have  your  prefiled  testimony,  which  you  may  summarize  if 
you  wish;  and  you  can  go  in  any  order  that  you  wish,  which  ever 
one  of  you  wishes  to  go  first  may  do  so.  We  are  trying  to  move  this 
along,  but  we  don't  want  to  truncate  your  testimony  unduly.  So  we 
would  encourage  you  to  be  as  brief  as  possible,  but  we  don't  want 
you  to  pass  up  an3dhin^. 

We  would  like  to  finish  this  panel  within  say  30  to  40  minutes, 
if  that  is  OK.  If  we  still  have  unresolved  questions,  we  will  go  on. 
But  I  iust  mention  that  because  we  have  plenty  of  people  coming 
behina  you. 

So  Mr.  Washburn,  you  are  the  first  witness. 

STATEMENT  OF  MARSHALL  V.  WASHBURN,  COMPLIANCE  2000 
EXECUTIVE,  INTERNAL  REVENUE  SERVICE,  ACCOMPANIED 
BY  MARY  E.  OPPENHEIMER,  ASSISTANT  CHIEF  COUNSEL, 
EMPLOYEE  BENEFITS  AND  EXEMPT  ORGANIZATIONS 

Mr.  Washburn.  Thank  you,  Mr.  Chairman. 

I  am  pleased  to  represent  Commissioner  Richardson  and  to  tes- 
tify on  behalf  of  the  Internal  Revenue  Service  today  on  the  admin- 
istration and  enforcement  of  employment  taxes. 

With  me  today  is  Mary  Oppenheimer,  Assistant  Chief  Counsel  of 
Employee  Benefits  and  Exempt  Organizations,  and  we  are  avail- 
able to  answer  any  questions  you  or  other  members  have  at  the 
conclusion. 

For  the  sake  of  brevity,  Mr.  Chairman,  I  will  summarize  my  re- 
marks. 

Mr.  Chairman,  first,  I  do  wish  to  commend  the  subcommittee  for 
its  work  on  the  report  issued  last  fall,  "Improving  Administration 
and  Enforcement  of  Employment  Taxes."  Basically,  there  are  two 
problem  areas  in  employment  tax  administration  where  the  IRS 
must  focus  its  attention — the  misclassification  of  workers  and  the 
underreporting  of  income  and  overstating  the  deductions  by  some 
independent  contractors  and  misclassified  employees. 

The  misclassification  problem  stems  in  part  from  uncertainty 
about  which  workers  are  employees  under  the  common  law  stand- 
ard adopted  for  employment  tax  purposes  from  the  Social  Security 
Act  of  1935.  In  general,  under  the  standard  a  worker  is  an  em- 
ployee if  the  employer  has  the  right  to  direct  and  control  how  the 
employee  performs  services.  This  requires  a  facts  and  cir- 
cumstances determination. 

Section  530  of  the  Revenue  Act  of  1978,  which  was  extended  in- 
definitely in  1982,  has  exacerbated  the  problem  by  preventing  the 
IRS  from  publishing  guidance  on  employee/independent  contractor 
status  through  regulations  or  rulings.  The  act  also  provides  a  prior- 
audit  safe  harbor  that  has  resulted  in  different  treatment  among 
otherwise  similarly  situated  taxpayers. 
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As  for  the  understatement  of  income  and  overstatement  of  deduc- 
tions by  independent  contractors  and  misclassified  employees,  IRS 
studies  show  that  tax  compliance  is  related  to  the  presence  of  infor- 
mation returns,  and  that  taxpayers  are  more  likely  to  voluntarily 
report  income  if  they  know  that  the  IRS  has  information  about  this 
income. 

Our  goal  in  administering  the  employment  tax  laws  is  to  get  all 
workers  into  the  tax  system  and  to  ensure  that  they  are  properly 
classified  as  employees  or  independent  contractors. 

I  would  like  to  turn  now  to  some  of  our  current  efforts  to  increase 
compliance.  The  Internal  Revenue  Service  is  in  the  process  of 
reinventing  the  way  it  administers  the  tax  system.  A  major  aspect 
of  this  change  is  tne  complete  overhaul  of  our  computer  systems 
and  technology. 

This  investment,  known  as  "Tax  Systems  Modernization,"  is  ab- 
solutely critical  to  the  implementation  of  the  initiatives  we  are  un- 
dertaking to  improve  compliance  with  the  tax  laws. 

Another  major  aspect  of  this  change  is  the  development  of  a  new 
compliance  strategy.  Experience  has  shown  that  our  traditional  en- 
forcement approach  alone  cannot  sustain  a  desirable  level  of  com- 
pliance. 

Our  new  compliance  strategy,  which  we  call  Compliance  2000,  is 
premised  on  the  belief  that  the  tax  system  works  best  when  tax- 
payers understand  what  is  expected  of  them,  when  the  burden  of 
meeting  their  tax  obligations  is  minimized,  when  they  are  given  in- 
formation that  enables  them  to  comply,  and  when  they  are  con- 
fident that  those  who  don't  comply  will  be  pursued  with  appro- 
priate enforcement.  To  implement  Compliance  2000,  IRS  is 
reengineering  its  systems  to  emphasize  upfront  help  to  those  who 
want  to  comply,  wnile  increasing  enforcement  efforts  against  those 
who  don't. 

We  have  a  number  of  initiatives  under  way  using  new  and  inno- 
vative approaches  that  are  designed  to  improve  voluntary  compli- 
ance, reduce  the  burden  encountered  by  taxpayers  who  try  to  com- 
ply with  the  law,  and  in  the  process,  reduce  the  cost  of  tax  admin- 
istration. My  written  testimony  includes  several  examples  illustrat- 
ing how  our  district  offices  are  working  with  industry  groups. 
States,  and  other  government  agencies  to  improve  the  timeliness 
and  accuracy  of  information  reporting. 

At  the  national  level,  the  IRS  has  created  the  Office  of  Employ- 
ment Tax  Administration  and  Compliance  to  provide  program  lead- 
ership for  all  IRS  employment  tax  matters.  In  addition  to 
overseeing  our  ongoing  examination  efforts,  which  by  the  way,  Mr. 
Chairman,  in  fiscal  1992  we  applied  some  667  staff  years  to  the  ex- 
amination of  some  63,000  employment  tax  returns  with  proposed 
assessments  totaling  $518  million. 

In  addition  to  overseeing  this  examination  program,  this  employ- 
ment tax  office,  consistent  with  our  new  compliance  strategy,  has 
undertaken  several  initiatives  aimed  at  improving  compliance  with 
employment  taxes.  These  initiatives  are  broad  based  and  will  have 
nationwide  impact. 

For  example,  this  office  is  working  with  some  eight  industry 
groups  to  develop  an  understanding  of  the  appropriate  classifica- 
tion of  worker  groups  within  each  industry  on  a  nationwide  basis. 
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These  industries  have  voluntarily  come  forward  to  work  with  the 
IRS.  If  successful,  these  understandings  will  reduce  uncertainties 
for  both  businesses  and  their  workers. 

Another  example,  as  part  of  our  effort  to  work  with  the  industry 
groups,  the  employment  tax  office  has  met  with  several  representa- 
tives of  the  restaurant  industry  to  explore  alternatives  to  our  tradi- 
tional after-the-fact  enforcement  in  the  reporting  of  tip  income.  The 
industry  representatives  share  the  IRS'  concerns  and  have  been  co- 
operating in  the  development  of  corrective  measures,  including  edu- 
cational material  for  use  by  their  members. 

On  Einother  front,  farm  labor  contractors  and  the  employment  tax 
office  are  working  on  a  systemic  approach  to  address  noncompli- 
ance of  farm  labor  contractors.  The  employment  tax  office  formed 
a  coalition  of  Federal,  State,  and  other  government  agencies  that 
have  responsibility  in  the  area  of  agricultural  workers.  This  respon- 
sibility often  aggravates  the  situation  because  of  conflicting  govern- 
mental regulations. 

In  addition  to  the  IRS,  the  group  includes  the  Social  Security  Ad- 
ministration, the  Department  of  Labor,  the  Immigration  and  Natu- 
ralization Service,  and  California's  Department  of  Industrial  Rela- 
tions and  its  Employment  Development  Division.  If  successful,  the 
results  from  this  effort  can  serve  as  a  prototype  to  address  prob- 
lems in  other  industries. 

We  are  exploring  other  strategies  for  improving  employment  tax 
compliance  and  at  the  same  time  ease  the  burden  on  those  who 
want  to  comply.  Such  as,  we  are  looking  at  the  possibility  of  sim- 
plifying the  form  SS-8,  which  is  the  determination  of  employee 
work  status  for  purposes  of  Federal  employment  taxes  and  income 
tax  withholding. 

This  voluntary  form  is  used  by  both  the  employers  and  workers 
to  seek  a  determination  of  whether  the  worker  is  an  employee  or 
an  independent  contractor.  We  are  working  on  a  revision  of  the 
form  that  is  tailored  for  use  by  specific  industries.  We  are  also  re- 
vising publication  937,  Employment  Taxes  and  Information  Re- 
turns. 

I  would  like  to  mention  our  TIN  matching  prototype.  Timely  and 
accurate  information  reporting  is  crucial  to  maintaining  compliance 
with  both  the  income  and  employment  tax  rules.  One  of  the  most 
serious  problems  we  face,  however,  is  the  ability  of  some  self- 
employed  taxpayers  to  avoid  information  reporting  through  the  use 
of  invalid  taxpayer  identification  numbers. 

To  deal  with  this  problem,  we  are  developing  a  1-year  prototype 
test  of  an  online  system  that  would  permit  certain  payers  to  match 
the  taxpayer  identification  numbers  of  their  payees  with  IRS 
records  prior  to  the  filing  of  information  returns.  This  online  proto- 
type test  will  begin  in  July  1993  and  will  run  for  a  1-year  period. 
Access  will  be  online,  running  24  hours  a  day,  7  days  a  week. 

Finally,  Mr.  Chairman,  I  would  like  to  say  a  word  about  the  serv- 
ice industry  noncompliance  initiative  included  in  the  revenue  rec- 
onciliation bill  that  was  recently  passed  by  the  House.  The  IRS 
supports  this  initiative  and  believes  it  woula  go  a  long  way  toward 
addressing  noncompliance  in  the  corporate  service  industry. 

In  conclusion,  the  Internal  Revenue  Service  recognizes  that  many 
challenges  remain  in  improving  the  administration  of  employment 
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tax  provisions,  particularly  those  relating  to  the  classification  of 
workers  and  timely  and  accurate  information  reporting.  While  we 
believe  that  our  many  initiatives  under  our  new  compliance  strat- 
egy will  do  much  to  enhance  compliance  and  reduce  taxpayer  bur- 
den, we  look  forward  to  working  with  this  subcommittee  to  explore 
additional  ways  to  achieve  this  objective. 

Mr.  Spratt.  Thank  you  very  much,  Mr.  Washburn. 

[The  prepared  statement  of  Mr.  Washburn  follows:] 
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STATEMENT  OF 

MARSHALL  V.  WASHBURN 

COMPLIANCE  2000  EXECUTIVE 

INTERNAL  REVENUE  SERVICE 


BEFORE  THE 

SUBCOMMTITEE  ON  COMMERCE,  CONSUMER,  AND  MONETARY  AFFAIRS 

HOUSE  COMMTTTEE  ON  GOVERNMENT  OPERATIONS 

THE  ADMINISTRATION  AND 
ENFORCEMENT  OF  EMPLOYMENT  TAXES 

JUNE  8,  1993 


MR.  CHAIRMAN  AND  MEMBERS  OF  THE  SUBCOMMITTEE: 

I  AM  PLEASED  TO  REPRESENT  COMMISSIONER  RICHARDSON  AND 
TO  TESTIFY  ON  BEHALF  OF  THE  INTERNAL  REVENUE  SERVICE  ON  THE 
ADMINISTRATION  AND  ENFORCEMENT  OF  EMPLOYMENT  TAXES.      WITH 
ME  TODAY  IS  MARY  E.  OPPENHEIMER,  ASSISTANT  CHIEF  COUNSEL 
(EMPLOYEE  BENEFITS  AND  EXEMPT  ORGANIZATIONS).   WE  WILL  BE 
AVAILABLE  TO  ANSWER  ANY  QUESTIONS  YOU  OR  OTHER  MEMBERS  MAY 
HAVE  AT  THE  CONCLUSION  OF  MY  TESTIMONY. 
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INTRODUCTION 

MR.  CHAIRMAN,  I  WISH  TO  COMMEND  THE  SUBCOMMITTEE  FOR  ITS 
WORK  ON  THE  REPORT  ISSUED  LAST  FALL,  IMPROVING  THE 
ADMINISTRATION  AND  ENFORCEMENT  OF  EMPLOYMENT  TAXES. 
BASICALLY,  THERE  ARE  TWO  PROBLEM  AREAS  IN  EMPLOYMENT  TAX 
ADMINISTRATION  WHERE  THE  IRS  MUST  FOCUS  ITS  ATTENTION  -  THE 
MISCLASSIFICATION  OF  WORKERS  AND  THE  UNDERREPORTING  OF 
INCOME  AND  OVERSTATING  OF  DEDUCTIONS  BY  SOME  INDEPENDENT 
CONTRACTORS  AND  MISCLASSIFIED  EMPLOYEES. 

ONE  OF  THE  MOST  CONTROVERSL\L  ISSUES  IRS  AND  TAXPAYERS 
FACE  TODAY  IS  THE  CLASSIFICATION  OF  WORKERS  AS  EMPLOYEES  OR 
INDEPENDENT  CONTRACTORS.   I  HAVE  TESTIFIED  MANY  TIMES  IN 
RECENT  YEARS  ON  BEHALF  OF  THE  IRS  ON  THE  CURRENT  LAW  AND  IRS' 
ADMINISTRATION  OF  THE  EMPLOYMENT  TAX  RULES,  BUT  THE  PROBLEMS 
AND  AMBIGUITIES  STILL  REMAIN. 

THE  MISCLASSIFICATION  PROBLEM  STEMS  IN  PART  FROM 
UNCERTAINTY  ABOUT  WHICH  WORKERS  ARE  EMPLOYEES  UNDER  THE 
COMMON-LAW  STANDARD  ADOPTED  FOR  EMPLOYMENT  TAX  PURPOSES 
FROM  THE  SOCIAL  SECURITY  ACT  OF  1935.   IN  GENERAL,  UNDER  THIS 
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STAhfDARD  A  WORKER  IS  AN  EMPLOYEE  IF  THE  EMPLOYER  HAS  THE 
RIGHT  TO  DIRECT  AND  CONTROL  HOW  THE  EMPLOYEE  PERFORMS 
SERVICES.  THIS  REQUIRES  A  FACTS  AND  CIRCUMSTANCES 
DETERMINATION.  TO  ASSIST  IN  MAKING  THE  DETERMINATION,  THE 
INTERNAL  REVENUE  SERVICE  AND  THE  SOCL\L  SECURITY 
ADMINISTRATION  DEVELOPED  A  UST  OF  20  COMMON-LAW  FACTORS 
ORIGINALLY  FOR  TRAINING  PURPOSES.   THE  20  COMMON-LAW  FACTORS 
ARE  INTENDED  TO  SERVE  AS  A  CHECKUST  OF  FACTS  AND 
CIRCUMSTANCES  TO  DETERMINE  IF  THERE  IS  SUFHCIENT  CONTROL  TO 
INDICATE  A  WORKER  IS  A  COMMON-LAW  EMPLOYEE.   ALTHOUGH  THE 
FACTORS  MAY  BE  SIMPLY  STATED,  THE  ADMINISTRATION  OF  A  FACTS 
AND  CIRCUMSTANCES  STANDARD  IS  OFTEN  DIFHCULT. 

SECTION  530  OF  THE  REVENUE  ACT  OF  1978,  WHICH  WAS  EXTENDED 
INDEFINTTELY  IN  1982,  HAS  EXACERBATED  THE  PROBLEM  BY 
PREVENTING  THE  IRS  FROM  PUBLISHING  GUIDANCE  ON 
EMPLOYEE/INDEPENDENT  CONTRACTOR  STATUS  THROUGH 
REGULATIONS  OR  RUUNGS.  THE  ACT  ALSO  PROVIDES  A  PRIOR-AUDTT 
SAFE  HARBOR  THAT  HAS  RESULTED  IN  DIFFERENT  TREATMENT  AMONG 
OTHERWISE  SIMILARLY  STTUATED  TAXPAYERS.   IF  THE  EMPLOYER 
TREATS  THE  WORKER  AS  AN  INDEPENDENT  CONTRACTOR,  BUT  THE 
WORKER  CONSIDERS  HIMSELF  AN  EMPLOYEE,  SECTION  530  MAY  RESULT 
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IN  THE  LOSS  TO  THE  FEDERAL  GOVERNMENT  OF  THE  EMPLOYER'S 
SHARE  OF  FEDERAL  INSURANCE  CONTRIBUTIONS  ACT  (HCA)  SINCE  THE 
MISCLASSIFIED  EMPLOYEE  IS  ONLY  REQUIRED  TO  PAY  THE  EMPLOYEE 
SHARE. 

AS  FOR  THE  UNDERSTATEMENT  OF  INCOME  AND  OVERSTATEMENT 
OF  DEDUCTIONS  BY  INDEPENDENT  CONTRACTORS  AND  MISCLASSIFIED 
EMPLOYEES,  IRS  STUDIES  SHOW  THAT  TAX  COMPLIANCE  IS  RELATED  TO 
THE  PRESENCE  OF  INFORMATION  RETURNS  AND  THAT  TAXPAYERS  ARE 
MORE  UKELY  TO  VOLUNTARILY  REPORT  INCOME  IF  THEY  KNOW  THAT 
THE  IRS  HAS  INFORMATION  ABOUT  THIS  INCOME.   FOR  EXAMPLE,  IN  A 
1989  REPORT  WE  NOTED  THAT  THE  VOLUNTARY  REPORTING 
PERCENTAGE  FOR  MISCLASSIFIED  WORKERS  RECEIVING  INFORMATION 
DOCUMENTS  (FORMS  1099)  FROM  THEIR  EMPLOYERS  WAS  77.2  PERCENT. 
THIS  PERCENTAGE  DROPPED  TO  28.2  PERCENT  WHEN  NO  INFORMATION 
RETURN  WAS  FILED  BY  THE  EMPLOYER.   IN  ONE  STUDY  OF  TAXPAYERS 
RECEIVING  NON-EMPLOYEE  COMPENSATION  WE  FOUND  THAT  97.4 
PERCENT  OF  THE  COMPENSATION  WAS  REPORTED  WHEN  INFORMATION 
DOCUMENTS  WERE  FILED.   IN  ANOTHER  STUDY  WHERE  TAXPAYERS 
RECEIVED  COMMISSION  AND  FEE  INCOME,  WE  FOUND  THAT  ONLY  83.2 
PERCENT  REPORTED  THE  INCOME  WHEN  INFORMATION  DOCUMENTS 
WERE  NOT  FILED.   FINALLY,  WE  KNOW  FROM  OUR  LATEST  TAXPAYER 
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COMPLIANCE  MEASUREMENT  PROGRAM  (TCMP)  SURVEY  THAT 
COMPLIANCE  BY  SMALL  CORPORATIONS  IN  THE  SERVICES  INDUSTRY, 
WHICH  ARE  NOT  SUBJECT  TO  INFORMATION  REPORTING,  HAS  DROPPED 
FROM  69  PERCENT  TO  48  PERCENT. 

OUR  GOAL  IN  ADMINISTERING  THE  EMPLOYMENT  TAX  LAWS  IS  TO 
GET  ALL  WORKERS  INTO  THE  TAX  SYSTEM,  AND  ENSURE  THAT  THEY 
ARE  PROPERLY  CLASSIFIED  AS  EMPLOYEES  OR  INDEPENDENT 
CONTRACTORS.  I  WOULD  LIKE  TO  TURN  NOW  TO  IRS*  CURRENT  EFFORTS 
TO  INCREASE  COMPLIANCE. 

CURRENT  IRS  ACTIVITIES 

THE  INTERNAL  REVENUE  SERVICE  IS  IN  THE  PROCESS  OF 
REINVENTING  THE  WAY  IT  ADMINISTERS  THE  TAX  SYSTEM.  A  MAJOR 
ASPECT  OF  THIS  CHANGE  IS  THE  COMPLETE  OVERHAUL  OF  OUR 
COMPUTEPf  SYSTEMS  AND  TECHNOLOGY.  THIS  INVESTMENT,  KNOWN  AS 
TAX  SYSTEMS  MODERNIZATION,  IS  ABSOLUTELY  CRITICAL  TO  THE 
IMPLEMEIsfrATION  OF  THE  INITIATrVES  WE  ARE  UNDERTAKING  TO 
IMPROVE  COMPLIANCE  WITH  THE  TAX  LAWS. 
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ANOTHER  MAJOR  ASPECT  OF  THIS  CHANGE  IS  THE  DEVELOPMENT 
OF  A  NEW  COMPLIANCE  STRATEGY.  EXPERIENCE  HAS  SHOWN  THAT  OUR 
TRADITIONAL  ENFORCEMENT  APPROACH,  ALONE,  CANNOT  SUSTAIN  A 
DESIRABLE  LEVEL  OF  COMPLIANCE.   OUR  NEW  COMPLIANCE  STRATEGY, 
WHICH  WE  CALL  COMPLIANCE  2000,  IS  PREMISED  ON  THE  BEUEF  THAT 
THE  TAX  SYSTEM  WORKS  BEST  WHEN  TAXPAYERS  UNDERSTAND  WHAT  IS 
EXPECTED  OF  THEM,  WHEN  THE  BURDEN  OF  MEETING  THEIR  TAX 
OBUGATIONS  IS  MINIMIZED,  WHEN  THEY  ARE  GIVEN  INFORMATION 
THAT  ENABLES  THEM  TO  COMPLY,  AND  WHEN  THEY  ARE  CONHDENT 
THAT  THOSE  WHO  DON  T  COMPLY  WILL  BE  PURSUED  WTTH  APPROPRIATE 
ENFORCEMENT.  TO  IMPLEMENT  COMPLIANCE  2000,  IRS  IS  RE- 
ENGINEERING  rrS  SYSTEMS  TO  EMPHASIZE  UP-FRONT  HELP  TO  THOSE 
WHO  WANT  TO  COMPLY  WHILE  INCREASING  ENFORCEMENT  EFFORTS 
AGAINST  THOSE  WHO  DON  T. 

WE  HAVE  A  NUMBER  OF  INTTIATTVES  UNDERWAY  USING  NEW  AND 
INNOVATIVE  APPROACHES  THAT  ARE  DESIGNED  TO  IMPROVE 
VOLUNTARY  COMPLIANCE,  REDUCE  THE  BURDEN  ENCOUNTERED  BY 
TAXPAYERS  WHO  TRY  TO  COMPLY  WTTH  THE  LAW  AND,  IN  THE  PROCESS, 
REDUCE  THE  COST  OF  TAX  ADMINISTRATION.   EXAMPLES  THAT 
ILLUSTRATE  THE  IMPORTANCE  OF  TIMELY  AND  ACCURATE 
INFORMATION  REPORTING  INCLUDE: 
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IN  ONE  DISTRICT  WE  ARE  USING  OUR  NEW  COMPLIANCE 
APPROACH  TO  ENSURE  THAT  FORMS  1099  ARE  PROPERLY  HLED 
AND  WORKERS  ARE  PROPERLY  CLASSIFIED  IN  THE  RESIDENTIAL 
CONSTRUCTION  INDUSTRY.   IN  THAT  DISTRICT,  OUR  DATA  REVEAL 
THAT  20  PERCENT  OF  THE  TIME  THE  INDUSTRY  FAILED  TO  FILE 
FORMS  1099  AND  64  PERCENT  OF  THE  TIME  MISCLASSIHED 
CONTRACT  WORKERS  .   WE  ESTIMATE  THE  LOSS  IN  REVENUE  FROM 
WORKERS.  WHO  EITHER  UNDERREPORTED  OR  FAILED  TO  REPORT 
THEIR  INCOME,  EXCEEDED  $3.8  MILLION.  TO  ENSURE  THAT  FORMS 
1099  ARE  PROPERLY  HLED  AND  WORKERS  ARE  PROPERLY 
CLASSIHED  IN  THE  FUTURE,  IRS  IS  ATTEMPTING  TO  REACH  THE 
NEARLY  380  FIRMS  IN  THIS  BUSINESS.     WE  ARE  WORKING  WITH  THE 
LOCAL  HOME  BUILDERS  ASSOCIATIONS  TO  DO  THIS.  ARTICLES 
WERE  PUBUSHED  IN  NATIONAL  AND  LOCAL  CONSTRUCTION 
INDUSTRY  MAGAZINES  AND  INFORMATIONAL  MATERIALS  WERE 
DISTRIBUTED  TO  CONTRACTORS. 
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ONE  OF  OUR  DISTRICTS  IS  IMPROVING  INFORMATION  REPORTING 
COMPLIANCE  BY  COUNTY  ADMINISTRATORS.  THE  NEW  APPROACH 
WAS  TESTED  IN  15  OF  48  COUNTIES  IN  THE  STATE.   WE  CONDUCTED 
WORKSHOPS  AND  SEMINARS  AND,  AS  A  RESULT,  INCOME  REPORTED 
ON  FORMS  1099  INCREASED  FROM  $2.6  MILUON  TO  $17.5  MILUON  IN 
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ONE  YEAR.   WE  ARE  NOW  EXPANDING  THIS  EFFORT  TO  INCLUDE 
ALL  48  COUNTIES. 

WE  IDENTIHED  AN  INFORMATION  REPORTING  PROBLEM  AT  A 
MILITARY  BASE.   INTEREST  PAYMENTS  TO  PRIVATE  VENDORS 
WERE  NOT  REPORTED  ON  FORMS  1099,  AS  REQUIRED.   A  SAMPLE  OF 
71  VENDORS  INDICATED  $289,000  IN  INTEREST  WAS  NOT  REPORTED 
AS  INCOME  ON  THEIR  TAX  RETURNS.   WE  WORKED  WITH  THE 
MILITARY  PERSONNEL  AND  THEY  HAVE  NOW  CHANGED  THEIR 
METHODS  TO  PROVIDE  FORM  1099  INFORMATION  TO  BOTH  THE 
VENDORS  AND  TO  THE  IRS. 

ANOTHER  DISTRICT  IS  IMPROVING  THE  ACCURACY  OF 
INFORMATION  REPORTING  AMONG  GENERAL  CONTRACTORS.   THIS 
INDUSTRY  GROUP  HAS  ONE  OF  THE  HIGHEST  ERROR  RATES;  ONE 
ANALYSIS  REVEALED  THAT  OVER  6,000  FORMS  1099  COULD  NOT  BE 
MATCHED  TO  THE  TAXPAYERS'  ACCOUNTS,  RESULTING  IN  A 
POTENTL\L  $91  MILUON  IN  LOST  REVENUE.   IRS  HAS  BEGUN  TO 
GATHER  INFORMATION  TO  DETERMINE  THE  CAUSES  OF  THESE 
ERRORS.   THIS  INFORMATION  WILL  BE  USED  TO  DESIGN  AN 
EDUCATIONAL  OUTREACH  STRATEGY  TO  HELP  IMPROVE  PAYOR 
AND  PAYEE  COMPLIANCE.  vv  v 
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IRS'  NEW  EMPLOYMENT  TAX  OFFICE 

AT  THE  NATIONAL  LEVEL  THE  IRS  HAS  CREATED  THE  OFFICE  OF 
EMPLOYMENT  TAX  ADMINISTRATION  AND  COMPLIANCE.   THIS  OFHCE  IS 
A  MULTI-FUNCnONAL  OPERATION  THAT  PULLS  TOGETHER  STAFF  FROM 
THE  OFFICES  OF  EXAMINATION,  COLLECTION,  AND  EMPLOYEE  PLANS 
AND  EXEMPT  ORGANIZATIONS  TO  COORDINATE  AND  PROVIDE  PROGRAM 
LEADERSHIP  FOR  ALL  IRS  EMPLOYMENT  TAX  MATTERS.   THE  GOAL  OF 
THE  OFHCE  IS  TO  IMPROVE  THE  COORDINATION  AND  FOCUS  OF 
EMPLOYMENT  TAX  ISSUES  SO  THAT  EFFORTS  BETWEEN  IRS  FUNCTIONS 
THAT  COULD  RESULT  IN  INCONSISTENT  TREATMENT  OF  TAXPAYERS, 
WILL  BE  AVOIDED.     IN  FY  1992,  WE  APPUED  667  STAFF  YEARS  TO 
CONDUCT  63,000  EXAMINATIONS  OF  VARIOUS  EMPLOYMENT  TAX 
RETURNS  WITH  PROPOSED  ASSESSMENTS  TOTALLING  $518  MILUON. 

CONSISTENT  WITH  OUR  NEW  COMPUANCE  STRATEGY,  THE 
EMPLOYMENT  TAX  OFPICE  HAS  UNDERTAKEN  SEVERAL  INmATIVES 
AIMED  AT  IMPROVING  COMPLIANCE  WITH  EMPLOYMENT  TAXES.   THESE 
INITIATIVES  ARE  BROAD  BASED  AND  WILL  HAVE  NATIONWIDE  IMPACT. 
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•  WE  ARE  WORKING  WITH  EIGHT  INDUSTRY  GROUPS  TO  DEVELOP 
AN  UNDERSTANDING  OF  THE  APPROPRIATE  CLASSEFICATION  OF 
WORKER  GROUPS  WITHIN  EACH  INDUSTRY  ON  A  NATIONWIDE 
BASIS.  THESE  INDUSTRIES  HAVE  VOLUNTARILY  COME  FORWARD 
TO  WORK  WITH  THE  IRS.   IF  SUCCESSFUL,  THESE  UNDERSTANDINGS 
WILL  REDUCE  UNCERTAINTIES  FOR  BOTH   BUSINESSES  AND  THEIR 
WORKERS.     ALSO,  SOME  OF  OUR  DISTRICT  OFHCES  ARE  WORKING 
WITH  LOCAL  ASSOCIATIONS  AND  TRADE  GROUPS  TO  RESOLVE 
EMPLOYMENT  TAX  ISSUES  UP  FRONT. 

•  AS  PART  OF  OUR  EFFORT  TO  WORK  WITH  INDUSTRY  GROUPS,  THE 
EMPLOYMENT  TAX  OFHCE  HAS  MET  WITH  SEVERAL 
REPRESENTATIVES  OF  THE  RESTAURANT  INDUSTRY  TO  EXPLORE 
ALTERNATIVES  TO  OUR  TRADITIONAL  "AFTER-THE-FACT' 
ENFORCEMENT.   WE  ARE  LOOKING  AT  THE  LARGE  GAP  IN  THE 
NUMBER  OF  EMPLOYERS  FIUNG  FORM  8027,  EMPLOYER'S  ANNUAL 
INFORMATION  RETURN  OF  TIP  INCOME  AND  ALLOCATED  TIPS.  AND 
THE  NUMBER  IRS  BELIEVES  SHOULD  BE  FIUNG  THIS  FORM.   WE 
ARE  ALSO  COMPARING  THE  AMOUNT  OF  TIPS  REPORTED  BY 
EMPLOYEES,  THE  AMOUNT  OF  SALES  UPON  WHICH  TIPS  ARE 
REPORTED,  AND  THE  TIP  RATE  REPORTED  FOR  BOTH  CHARGE  AND 
CASH  SALES.   THE  INDUSTRY  REPRESENTATIVES  SHARE  THE  IRS" 
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CONCERNS  AND  HAVE  BEEN  COOPERATING  IN  THE  DEVELOPMENT 
OF  CORRECTIVE  MEASURES.  INCLUDING  EDUCATIONAL  MATERIAL 
FOR  USE  BY  THEIR  MEMBERS. 

ON  ANOTHER  FRONT,  FARM  LABOR  CONTRACTORS  AND  THE 
EMPLOYMENT  TAX  OFHCE  ARE  WORKING  ON  A  SYSTEMIC 
APPROACH  TO  ADDRESS  NONCOMPLIANCE  OF  FARM  LABOR 
CONTRACTORS.   THE  EMPLOYMENT  TAX  OFFICE  FORMED  A 
COALITION  OF  FEDERAL  AND  STATE  AGENCIES  TO  ADDRESS  THE 
ISSUES  THAT  CROSS  AGENCY  RESPONSIBILITIES  AND  THAT  ARE 
OFTEN  AGGRAVATED  BY  CONFLICTING  GOVERNMENTAL 
REGULATIONS.   IN  ADDITION  TO  THE  IRS,  THE  GROUP  INCLUDES 
THE  SOCIAL  SECURITY  ADMINISTRATION,  THE  DEPARTMENT  OF 
LABOR,  THE  IMMIGRATION  AND  NATURALIZATION  SERVICE,  AND 
CAUFORNL\S  DEPARTMENT  OF  INDUSTRIAL  RELATIONS  AND  FTS 
EMPLOYMENT  DEVELOPMENT  DIVISION.   IF  SUCCESSFUL,  THE 
RESULTS  FROM  THIS  EFFORT  CAN  SERVE  AS  A  PROTOTYPE  TO 
ADDRESS  PROBLEMS  IN  OTHER  INDUSTRIES. 

IN  ADDITION  TO  INITIATIVES  BY  THE  OFHCE  OF  EMPLOYMENT  TAX, 
WE  ARE  EXPLORING   OTHER  STRATEGIES  FOR  IMPROVING  EMPLOYMENT 
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TAX  COMPLIANCE  AND,  AT  THE  SAME  TIME,  EASE  THE  BURDEN  ON 
THOSE  WHO  WANT  TO  COMPLY.  SUCH  AS: 

•  SIMPLIFYING  THE  FORM  SS-8,  DETERMINATION  OF  EMPLOYEE 
WORK  STATUS  FOR  PURPOSES  OF  FEDERAL  EMPLOYMENT  TAXES 
AND  INCOME  TAX  WITHHOLDING.  THIS  VOLUNTARY  FORM  IS  USED 
BY  BOTH  THE  EMPLOYERS  AND  WORKERS  TO  SEEK  A 
DETERMINATION  OF  WHETHER  THE  WORKER  IS  AN  EMPLOYEE  OR 
AN  INDEPENDENT  CONTRACTOR.   MEMBERS  OF  THE 
COMMISSIONER'S  ADVISORY  GROUP  (CAG)  EXPRESSED  THEIR  VIEW 
THAT  THE  FORM  SS-8  IS  TOO  CUMBERSOME  AND  DOES  NOT 
ACCURATELY  REFLECT  CURRENT  BUSINESS  OPERATIONS.   WE  ARE 
WORKING  ON  A  REVISION  OF  THE  FORM  THAT  IS  TAILORED  FOR 
USE  BY  SPECinC  INDUSTRIES. 

•  WE  ARE  REVISING  PUBUCATION  937,  EMPLOYMENT  TAXES  AND 
INFORMATION  RETURNS.   ALSO  AT  THE  RECOMMENDATION  OF  THE 
COMMISSIONERS  ADVISORY  GROUP,  IRS  HAS  DECIDED  TO  REVISE 
THE  PUBUCATION  TO  INCLUDE  MORE  EXAMPLES  OF  BUSINESSES 
USING  INDEPENDENT  CONTRACTORS. 
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TIN  MATCHING  PROTOTYPE 

TIMELY  AND  ACCURATE  INFORMATION  REPORTING  IS  CRUCIAL  TO 
MAINTAINING  COMPUANCE  WITH  BOTH  THE  INCOME  AND  EMPLOYMENT 
TAX  RULES.  ONE  OF  THE  MOST  SERIOUS  PROBLEMS  WE  FACE, 
HOWEVER,  IS  THE  ABILITY  OF  SOME  SELF-EMPLOYED  TAXPAYERS  TO 
AVOID  INFORMATION  REPORTING  THROUGH  THE  USE  OF  INVALID 
TAXPAYER  IDENTIFICATION  NUMBERS.   OUR  HLES  CONTAIN  LARGE 
NUMBERS  OF  UNPERFECTED  INFORMATION  DOCUMENTS  WHICH  WE 
CANNOT  USE  IN  OUR  MATCHING  PROGRAMS  SINCE  THE  TAXPAYER 
IDENTmCATION  NUMBERS  AND  NAMES  DO  NOT  MATCH  IRS  FILES. 

TO  DEAL  WITH  THIS  PROBLEM,  WE  ARE  DEVELOPING  A  ONE- YEAR 
PROTOTYPE  TEST  OF  AN  ON-UNE  SYSTEM  THAT  WOULD  PERMIT  CERTAIN 
PAYORS  TO  MATCH  THE  TAXPAYER  IDENTfflCATION  NUMBERS  OF  THEIR 
PAYEES,  WITH  IRS  RECORDS  PRIOR  TO  THE  FILING  OF  THE  INFORMATION 
RETURNS.   SUCH  A  SYSTEM  WOULD  HELP  PAYORS  WHO  ARE  TRYING  TO 
COMPLY  BY  REDUCING  THE  NUMBER  OF  ERRONEOUS  INFORMATION 
DOCUMENTS  ON  PAYMENTS  SUBJECT  TO  BACKUP  WITHHOLDING. 

THIS  ON-UNE  TIN  PROTOTYPE  TEST  WILL  BEGIN  IN  JULY  1993  AND 
WILL  RUN  FOR  A  ONE- YEAR  PERIOD.   THE  PARTICIPANTS  WILL  INCLUDE 
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APPROXIMATELY  150  RANDOMLY  SELECTED  FILERS  OF  INFORMATION 
DOCUMENTS  THAT  ARE  SUBJECT  TO  BACKUP  WITHHOLDING.  THIS 
GROUP  WILL  INCLUDE  SMALL,  MEDIUM,  AND  LARGE  PAYORS, 
REPRESENTING  VARIOUS  SEGMENTS  OF  A  NUMBER  OF  INDUSTRIES. 
AUTHORIZED  REPRESENTATIVES  OF  THESE  PAYORS  WILL  BE  ABLE  TO 
ACCESS  AN  ON-UNE  SYSTEM  RUNNING  TWENTY-FOUR  HOURS  A  DAY, 
SEVEN  DAYS  A  WEEK. 

SERVICE  INDUSTRY  NON-COMPLL\NCE  INITIATIVE 

CURRENTLY  PAYORS  ARE  REQUIRED  TO  REPORT  SERVICE 
PAYMENTS  MADE  TO  NON-CORPORATE  ENTITIES,  BUT  NOT  THOSE  MADE 
TO   CORPORATIONS.  THIS  EXEMPTION  MAY  BE  A  SIGNIHCANT  REASON 
WHY  VOLUNTARY  COMPLIANCE  FOR  SMALL  CORPORATIONS  IS  LOW. 
THERE  ARE  INDICATIONS  THAT  SOME  INDEPENDENT  CONTRACTORS 
INCORPORATE  OR  CLAIM  TO  BE  INCORPORATED  TO  AVOID 
INFORMATION  REPORTING. 

THE  SERVICE  INDUSTRY  NON-COMPUANCE  INITIATIVE  IS  INCLUDED 
IN  THE  REVENUE  RECONCILIATION  BILL  THAT  WAS  RECENTLY  PASSED 
BY  THE  HOUSE  AND  IS  PENDING  CONSIDERATION  IN  THE  SENATE.   THIS 
PROPOSAL  WOULD  REMOVE  THE  CURRENT  EXEMPTION  AND  THEREBY 
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REQUIRE  INFORMATION  REPORTING  ON  PAYMENTS  FOR  SERVICES 
PROVIDED  BY  CORPORATIONS.   THIS  PROVISION  IS  IDENTICAL  TO  THE 
REPORTING  REQUIREMENT  THAT  ALREADY  APPLIES  TO  PAYMENTS 
MADE  FOR  SERVICES  PROVIDED  BY  INDIVIDUALS  AND  PARTNERSHIPS. 
WE  BELIEVE  THAT  THIS  INFORMATION  REPORTING  REQUIREMENT  WILL 
GO  A  LONG  WAY  TOWARD  ADDRESSING  NONCOMPLIANCE  IN  THE 
CORPORATE  SERVICE  INDUSTRY. 

SUMMARY 

IN  CONCLUSION,  THE  INTERNAL  REVENUE  SERVICE  RECOGNIZES 
THAT  MANY  CHALLENGES  REMAIN  IN  IMPROVING  THE  ADMINISTRATION 
OF  EMPLOYMENT  TAX  PROVISIONS,  PARTICULARLY  THOSE  RELATING  TO 
THE  CLASSmCATION  OF  WORKERS  AND  TIMELY  AND  ACCURATE 
INFORMATION  REPORTING.  WHILE  WE  BELIEVE  THAT  OUR  MANY 
INITIATrVES  UNDER  OUR  NEW  COMPLIANCE  STRATEGY  WILL  DO  MUCH 
TO  ENHANCE  COMPLIANCE  AND  REDUCE  TAXPAYER  BURDEN,  WE  LOOK 
FORWARD  TO  WORKING  WITH  THIS  SUBCOMMirTEE  TO  EXPLORE 
ADDITIONAL  WAYS  TO  ACHIEVE  THIS  OBJECTIVE. 

WE  WOULD  BE  HAPPY  TO  ANSWER  ANY  QUESTIONS  YOU  MAY 
HAVE. 
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Mr.  Spratt.  Mr.  Iwry. 

Mr.  Iwry.  Thank  you,  Mr.  Chairman. 

I  am  accompaniea  by  my  colleagues,  Catherine  Creech  and  Allen 
Lerman.  I  have  a  longer  written  statement  that  I  would  ask  be  in- 
cluded in  the  record. 

Mr.  Spratt.  Without  objection,  it  will  be  made  a  part  of  the 
record. 

STATEMENT  OF  J.  MARK  IWRY,  DEPUTY  BENEFITS  TAX  COUN- 
SEL,  DEPARTMENT  OF  THE  TREASURY,  ACCOMPANIED  BY 
CATHERINE  CREECH  AND  AULEN  LERMAN 

Mr.  Iwry.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman  and  members  of  the  subcommittee,  I  am  pleased 
to  be  here  today  to  present  the  views  of  the  Department  of  the 
Treasury  on  the  Federal  income  tax  rules  governing  the  classifica- 
tion of  employees  and  independent  contractors. 

As  the  subcommittee  is  aware,  given  its  significant  work  on  this 
issue,  the  classification  of  workers  as  either  employees  or  independ- 
ent contractors  is  both  an  important  and  a  complex  issue  vmder  the 
Federal  income  and  employment  tax  rules. 

As  requested  by  the  subcommittee's  letter  of  invitation,  I  will  dis- 
cuss the  Department's  views  with  respect  to  some  of  the  proposals 
aimed  at  resolving  the  compliance  problems  that  are  associated 
with  misclassification  of  workers. 

Your  letter  of  invitation  included  a  copy  of  H.R.  5011,  which  was 
sponsored  and  introduced  in  the  102d  Congress  by  the  former 
chairman  of  this  subcommittee.  Congressman  Barnard.  In  addition, 
the  subcommittee  staff  provided  for  our  review  a  number  of  addi- 
tions and  modifications  to  the  bill.  The  Department  recognizes  that 
H.R.  5011  and  related  proposals  raise  important  issues  of  tax  policy 
and  administration  and,  accordingly,  merit  careful  study.  The  ad- 
ministration has  not  yet  undertaken  a  full  review  of 
misclassification  issues;  and,  given  the  broad  scope  of  the  proposed 
legislation,  we  cannot  at  this  time  comment  specifically  on  each  of 
these  proposals. 

Whether  workers  are  classified  as  employees  or  as  independent 
contractors  is  significant  for  both  Federal  income  and  employment 
tax  purposes,  that  is  Social  Security,  Medicare,  Federal  unemploy- 
ment insurance,  and  income  tax  witnholding.  Income,  Social  Secu- 
rity, and  Medicare  taxes  on  employees  are  collected  mainly  by  em- 
ployers through  the  withholding  system,  whereas  the  same  taxes 
on  independent  contractors  are  collected  mainly  through  self- 
assessment  under  the  estimated  tax  system.  Similarly,  fringe  bene- 
fits provided  to  employees  are  eligible  for  a  number  of  tax  pref- 
erences not  available  to  independent  contractors. 

On  the  other  hand,  independent  contractors  can  offset  income  by 
deductions  for  business  expenses  that  generally  are  not  as  readily 
available  to  employees.  The  classification  of  workers  as  employees 
or  independent  contractors  is  significant  also  under  certain  Federal 
and  State  labor  and  worker  protection  laws,  such  as  wage  and  hour 
requirements,  workers'  compensation,  and  family  and  medical  leave 
requirements. 

The  status  of  workers  as  employees  or  independent  contractors 
for    Federal    employment    and    income    tax    purposes    is,    as    Mr, 
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Washburn  mentioned,  generally  determined  by  an  analysis  of  20 
factors  derived  from  the  common  law.  As  Mr.  Sisisky  also  noted, 
the  20-category  test,  which  centers  around  the  service  recipient's 
control  over  the  worker  and  the  services  performed,  essentially  re- 
quires a  facts  and  circumstances  analysis  of  each  case.  Because  of 
Uie  subjective  nature  of  the  20-factor  test,  it  has  been  criticized  as 
leading  to  imprecise  and  unpredictable  results,  including  cases  in 
which  similar  workers  are  classified  differently. 

Current  tax  law  does  not  consistently  favor  status  as  either  an 
employee  or  an  independent  contractor.  However,  in  some  cir- 
cumstances, misclassification  mav  be  advantageous  to  the  service 
provider  or  to  the  recipient,  or  to  both,  especially  if  one  or  both  par- 
ties wants  to  be  less  than  fully  compliant  with  the  tax  laws. 

The  cases  in  which  the  employer  unilaterally  imposes  independ- 
ent contractor  status  on  its  employees  and  the  cases  in  which  there 
is  collusion  to  avoid  reporting  income  should  be  distinguished  from 
the  misclassification  issue  generally.  In  both  of  those  cases,  there 
is  no  real  question  as  to  whether  the  workers  are  employees  or 
independent  contractors.  Instead,  the  parties  involved  essentially 
are  using  misclassification  as  a  guise  for  avoiding  the  costs  of  Fed- 
eral and  State  mandates  that  are  designed  to  protect  employees  or, 
in  the  collusion  case,  as  a  guise  for  evading  taxes. 

Existing  evidence  suggests  that  deliberate  misclassification  may 
pose  a  problem,  especially  where  the  employer  also  fails  to  report 
the  independent  contractor's  gross  income  to  the  IRS  on  an  infor- 
mation return. 

In  addition  to  the  revenue  loss  that  may  result  from  noncompli- 
ance associated  with  deliberate  misclassification  of  workers,  both 
erroneous  and  deliberate  misclassification  may  adversely  affect 
other  tax  and  nontax  rules  that  are  specifically  targeted  at  either 
employees  or  independent  contractors.  In  particular, 
misclassification  interferes  with  the  social  goals  underlying  a  work- 
er's eligibility  for  employer-provided  pensions,  fringe  benefits,  un- 
employment insurance,  and  workers'  compensation. 

To  the  extent  that  other  significant  rights  or  privileges  are  made 
contingent  on  workers'  employee  status,  such  as  possible  future 
changes  to  the  health  care  insurance  system,  the  impact  of 
misclassification  outside  of  the  Federal  tax  system  may  be  in- 
creased. 

As  I  indicated  previously,  the  administration  has  not  yet  under- 
taken a  full  review  of  misclassification  issues  and,  given  the  broad 
scope  of  the  legislation,  we  cannot  at  this  time  comment  specifically 
on  each  of  the  proposals  in  H.R.  5011,  or  the  list  of  possible  modi- 
fications provided  by  the  subcommittee  staff. 

In  general,  however,  we  are  encouraged  that  many  of  the  propos- 
als are  aimed  at  strengthening  existing  compliance  mechanisms 
with  regard  to  independent  contractors.  In  that  connection,  we  note 
that  the  administration's  deficit  reduction  package  included  a  pro- 
posal that  also  appears  in  H.R.  5011  to  expand  information  report- 
ing on  form  1099  to  cover  corporate  service  providers.  This  proposal 
is  included,  as  you  know,  in  the  budget  reconciliation  bill  that  was 
passed  by  the  House  on  May  27. 

The  expansion  of  information  reporting  would  change  the  current 
law  rule  under  which  a  payer  is  not  required  to  report  payments 
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to  independent  contractors  that  are  organized  as  corporations.  Con- 
cerns have  arisen  that  the  exception  under  current  law  creates  a 
significant  loophole  by  encouraging  service  providers  to  incorporate, 
or  merely  claim  to  have  incorporated,  in  order  to  avoid  the  require- 
ment that  the  payer  file  a  form  1099  reporting  payments  for  serv- 
ices. 

The  expansion  of  information  reporting  to  cover  corporate  service 
providers  will  give  the  IRS  additional  tools  to  address  compliance 
problems  that  are  associated  with  some  classes  of  independent  con- 
tractors. 

At  the  same  time,  however,  the  administration  is  mindful  that 
increased  reporting  requirements  impose  additional  administrative 
burdens  on  payers.  Such  increased  burdens  may  not  be  warranted, 
particularly  with  regard  to  classes  of  payees  that  have  a  history  of 
compliance  with  the  tax  laws.  For  this  reason,  the  administration's 
proposal,  as  reflected  in  the  House  bill  and  the  committee  report, 
would  specifically  give  Treasury  and  the  Internal  Revenue  Service 
authority  to  exclude  certain  types  of  payments  and  certain  types  of 
payees  from  the  expanded  reporting  requirements. 

For  example,  required  reporting  of  payments  to  corporate  service 
providers  in  certain  regulated  industries  may  not  be  necessary  to 
improve  compliance,  because  there  is  already  a  high  level  of  com- 
pliance among  certain  groups  of  these  payees. 

H.R.  5011  also  includes  a  proposal  that  would  provide  payers 
with  the  mechanism  to  verify  an  independent  contractor's  taxpayer 
identification  number  [TIN]  prior  to  making  payments.  Under  cur- 
rent law,  the  TIN  is  subject  to  verification  only  after  payments 
have  been  made,  and  the  form  1099  is  filed. 

We  note  that  the  IRS  is  in  the  process  of  conducting  a  pilot 
project,  as  Mr.  Washburn  mentioned,  in  this  area;  and,  accordingly, 
the  Department  believes  that  any  broader  implementation  of  tax- 
payer ID  number  verification  ought  to  await  the  results  of  the  IRS 
prototype  project. 

We  believe  that  benefits  of  any  further  expansion  of  the  reporting 
system  generally  must  be  balanced  against  the  increased  adminis- 
trative burdens  associated  with  such  a  change.  In  addition,  the  De- 
partment would  need  to  consider  in  much  more  detail  any  proposal 
that  would  reduce  or  eliminate  existing  sanctions  against 
misclassification.  In  particular,  it  may  be  premature  to  take  such 
steps  before  significant  experience  has  been  gained  with  the  effec- 
tiveness of  alternative  enforcement  tools,  such  as  the  expansion  of 
information  reporting  to  corporate  service  providers. 

While,  for  various  reasons,  independent  contractors  generally 
have  lower  voluntary  reporting  percentages  than  employees,  this 
problem  appears  to  be  attributable  to  a  subset  of  taxpayers  delib- 
erately using  misclassification  as  a  means  to  avoid  full  compliance. 
This  is  presumably  one  reason  for  the  apparent  correlation  between 
noncompliance  and  misclassification. 

In  view  of  this  correlation,  it  would  still  be  reasonable  for  the 
IRS  to  devote  a  significant  amount  of  its  compliance  efforts  to  the 
misclassification  area,  even  if  it  were  given  better  tools  to  encour- 
age voluntary  compliance  in  general. 

We  are  encouraged  that  H.R.  5011  would  repeal  the  Section  530 
moratorium  on  the  IRS  issuance  of  guidance  concerning  employee 
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status.  This  prohibition  has  significantly  reduced  taxpayers'  ability 
to  classify  workers  correctly  as  employees  or  independent  contrac- 
tors, and  its  repeal  would  help  minimize  instances  in  which  tax- 
payers are  penalized  for  inadvertent  misclassification. 

The  Department  also  generally  favors  further  consideration  of 
modifications  to  Section  530  that  would  eliminate  differences  in 
treatment  among  otherwise  similarly  situated  taxpayers,  such  as 
elimination  of  the  prior-audit  safe  harbor,  and  of  the  prohibition 
against  prospective  worker  reclassification. 

Finally,  it  is  important  to  bear  in  mind,  as  noted  above,  that 
misclassification  is  not  merely  a  problem  of  tax  compliance.  Under 
current  law,  a  worker's  classification  as  an  employee  or  independ- 
ent contractor  also  affects  the  worker's  treatment  under  those  stat- 
utory provisions  that  apply  exclusively  to  either  employees  or  inde- 
pendent contractors. 

As  these  differences  in  treatment  exist,  the  IRS  and  other  regu- 
latory agencies  should  continue  to  play  an  important  role  in  the  de- 
termination of  workers'  employment  status,  and  need  adequate 
tools  with  which  to  enforce  those  determinations. 

To  conclude,  therefore,  worker  classification  is  a  longstanding 
and  difficult  problem  which  the  Treasury  Department  is  very  inter- 
ested in  seeing  resolved.  Defining  a  simple  set  of  rules  that  pro- 
vides tax  equity  among  similarly  situated  workers  and  service  re- 
cipients, maximizes  compliance  with  the  law,  and  minimizes  inter- 
ference with  legitimate  differences  in  business  operations  has  prov- 
en extraordinarily  difficult. 

The  Department  appreciates  the  ongoing  efforts  by  the  members 
of  the  subcommittee  and  others  to  address  this  problem  and  would 
be  pleased  to  work  with  the  subcommittee  to  develop  these  ideas 
further. 

Mr.  Chairman,  I  will  be  pleased  to  answer  any  questions  that 
you  or  the  other  members  may  have. 

[The  prepared  statement  of  Mr.  Iwry  follows:] 
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Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  am  pleased  to  be  here  today  to  present  the  views  of  the 
Department  of  the  Treasury  on  the  Federal  income  tax  rules 
governing  the  classification  of  employees  and  independent 
contractors.   As  the  Subcommittee  is  aware,  given  its  significant 
work  on  this  issue,  the  classification  of  workers  as  either 
employees  or  independent  contractors  is  both  an  important  and 
complex  issue  under  the  Federal  income  and  employment  tax  rules. 
As  requested  by  the  Subcommittee's  letter  of  invitation,  I  will 
discuss  the  Department's  views  with  regard  to  proposals  aimed  at 
resolving  the  compliance  problems  that  are  associated  with  the 
misclassif ication  of  workers. 


Background 

Whether  workers  are  classified  as  employees  or  as 
independent  contractors  is  significant  for  both  Federal  income 
and  employment  tax  (i.e. ,  Social  Security,  Medicare,  Federal 
unemployment  insurance  and  withholding)  purposes.   Income,  Social 
Security  and  Medicare  taxes  on  employees  are  collected  mainly  by 
employers  through  the  withholding  system,  whereas  the  same  taxes 
on  independent  contractors  are  collected  mainly  through  self- 
assessment  under  the  estimated  tax  system.   Similarly,  fringe 
benefits  provided  to  employees  are  eligible  for  a  number  of  tax 
preferences  that  are  not  available  to  independent  contractors. 
Independent  contractors,  however,  can  offset  income  by  deductions 
for  business  expenses  that  generally  are  not  as  readily  available 
to  employees.   The  classification  of  workers  as  employees  or 
independent  contractors  is  also  significant  under  certain  Federal 
and  State  labor  and  worker  protection  laws,  such  as  wage  and  hour 
requirements,  workers'  compensation,  and  family  and  medical  leave 
requirements . 
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The  status  of  workers  as  employees  or  independent 
contractors  for  Federal  employment  and  income  tax  purposes  is 
generally  determined  by  an  analysis  of  20  factors  derived  from 
the  common  law.   The  2  0-factor  test,  which  centers  around  the 
service  recipient's  control  over  the  worker  and  the  services 
performed,  essentially  requires  a  facts  and  circumstances 
analysis  of  each  case.   Because  of  the  subjective  nature  of  the 
20-factor  test,  it  has  been  criticized  as  leading  to  imprecise 
and  unpredictable  results,  including  cases  in  which  similar 
workers  are  classified  differently. 

Current  tax  law  does  not  consistently  favor  status  as  either 
an  employee  or  an  independent  contractor.'  However,  in  some 
circumstances,  misclassif ication  may  be  advantageous  to  the 
service  provider,  the  recipient,  or  both,  especially  if  one  or 
both  parties  desires  to  be  less  than  fully  compliant  with  the  tax 
laws.   An  employer  may,  for  example,  seek  to  shift  costs  to 
workers  by  classifying  them  as  independent  contractors  to  the 
extent  that  the  employer  perceives  that  it  can  do  so  without 
increasing  the  overall  compensation  package.   In  these  cases, 
status  as  an  independent  contractor  may  be  imposed  on  an  employee 
to  avoid  the  overhead  costs  of  withholding,  the  costs  of  the 
employer's  portion  of  Social  Security  and  Medicare  taxes, 
unemployment  insurance,  workers  compensation,  and  other  fringe 
benefits.   In  other  cases,  both  parties  may  seek  to  use 
misclassif ication  as  a  method  to  avoid  full  reporting  of  income. 
Even  if  an  independent  contractor's  gross  income  is  reported  to 
the  IRS  on  information  returns,  and  the  independent  contractor 
reports  100  percent  of  his  or  her  income,  the  independent 
contractor  may  have  greater  ability  to  reduce  his  or  her  reported 
tax  liability  by  overstating  deductible  business  expenses. 

The  cases  in  which  the  employer  unilaterally  imposes 
independent  contractor  status  on  its  employees  and  the  cases  in 
which  there  is  collusion  to  avoid  reporting  income  should  be 
distinguished  from  the  misclassif ication  issue  generally.   In 
both  cases,  there  is  no  real  question  as  to  whether  the  workers 
are  employees  or  independent  contractors.   Rather,  the  parties 
involved  essentially  use  misclassif ication  as  a  guise  for 
avoiding  the  costs  of  Federal  and  State  mandates  designed  to 


'  Prior  to  1984,  compensation  earned  by  independent 
contractors  was  subject  to  lower  rates  for  Social  Security  and 
Medicare  taxes  than  wage  income.   This  disparity  was  believed  to 
create  an  incentive  for  misclassif ication.   The  differences  were 
actually  less  significant  than  it  appeared,  however.   Although 
tax  rates  were  lower  for  self -employment  income  than  for  wages, 
an  independent  contractor  could  not  deduct  self-employment  taxes 
while  an  employer  could  deduct  its  portion  of  Social  Security  and 
Medicare  taxes. 
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protect  employees  or,  in  the  collusion  case,  for  evading  taxes. 

Legislative  Changes 

Since  the  late  1970s,  Congress,  Treasury,  and  the  Internal 
Revenue  Service  have  considered  numerous  proposals  aimed  at 
resolving  issues  associated  with  the  classification  of  workers  as 
employees  or  independent  contractors.   To  date,  legislation 
dealing  with  the  misclassif ication  of  employees  as  independent 
contractors  has  focused  primarily  on  relieving  employers  of  what 
has  been  viewed  as  the  excessive  penalties  associated  with  honest 
errors  in  classification  of  workers. 

Prior  to  statutory  changes,  when  the  IRS  reclassified  a 
worker  as  an  employee,  the  employer  was  generally  held  liable  for 
the  full  amount  of  unwithheld  income  taxes  and  the  unwithheld 
employee  share  of  Social  Security  and  Medicare  taxes  for  all 
years  open  under  the  statute  of  limitations.   In  addition,  the 
employer  remained  liable  for  the  employer  share  of  Social 
Security,  Medicare  and  Federal  unemployment  insurance  taxes,  plus 
interest  on  these  amounts.   Penalties  also  could  be  assessed. 
The  employer's  liability  for  underwithholding  was  abated  to  the 
extent  that  the  employer  could  demonstrate  that  the  misclassif ied 
worker  had  paid  income.  Social  Security  and  Medicare  taxes  on  the 
compensation  received.   Data  to  support  this  determination  were 
often  difficult  to  obtain,  however,  especially  if  the  worker  was 
no  longer  providing  services  to  the  employer. 

Section  530.   In  response  to  a  number  of  large  retroactive 
employment  tax  assessments  in  the  197  0s,  Congress  provided 
certain  employers  with  general  statutory  relief  from  IRS 
reclassification  of  workers  from  independent  contractors  to 
employees.   Section  530  of  the  Revenue  Act  of  1978  prohibits  the 
IRS  from  correcting  erroneous  classifications  of  workers  as 
independent  contractors  for  employment  tax  purposes,  including 
prospective  corrections,  as  long  as  the  employer  has  a  reasonable 
basis  for  its  treatment  of  the  workers  as  independent 
contractors.   A  reasonable  basis  includes  reliance  on  (i) 
judicial  precedent,  published  rulings,  letter  rulings  or 
technical  advice  memoranda;  (ii)  a  past  IRS  audit  (although  not 
necessarily  an  employment  tax  audit)  in  which  there  was  no 
assessment  attributable  to  the  employment  tax  treatment  of  the 
worker  or  of  workers  holding  substantially  similar  positions; 
(iii)  a  long-standing  recognized  practice  of  a  significant 
segment  of  the  industry  in  which  the  worker  was  engaged;  or  (iv) 
any  other  reasonable  basis  for  the  employer's  treatment  of  the 
worker. 

The  relief  provided  by  section  530  is  not  available  unless 
the  employer  consistently  treats  the  worker,  and  any  other  worker 
holding  a  substantially  similar  position,  as  an  independent 
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contractor  and  complies  with  the  statutory  requirements  for 
payments  to  independent  contractors.   For  example,  it  is  not 
available  if  the  employer  has  failed  to  comply  with  the 
information  reporting  requirements  associated  with  its  treatment 
of  the  worker  as  an  independent  contractor. 

Section  530  applies  solely  for  purposes  of  the  employment 
tax  provisions  of  the  Code.   It  has  no  legal  effect  on  a  worker's 
classification  as  an  employee  for  income  tax  purposes,  or  the 
worker's  own  tax  treatment  for  any  purpose.   Thus,  in  theory, 
section  530  can  result  in  a  "whipsaw"  in  which  the  worker  is 
simultaneously  treated  as  an  employee  for  his  or  her  own  tax 
purposes,  and  thus  not  subject  to  self-employment  taxes,  and 
treated  as  an  independent  contractor  by  the  employer  and,  thus, 
not  subject  to  the  employer  portion  of  employment  taxes. 

Section  3509.   In  the  Tax  Equity  and  Fiscal  Responsibility 
Act  of  1982  Congress  added  section  3509  to  the  Code  in  order  to 
mitigate  employers'  liabilities  for  retroactive  employment  tax 
assessments  where  section  530  relief  was  not  available.   Section 
3509  generally  limits  an  employer's  liability  for  failure  to 
withhold  income,  Social  Security,  and  Medicare  taxes  on  payments 
made  to  an  employee  whom  it  has  misclassif ied  as  an  independent 
contractor.   Under  section  3509,  an  employer  is  liable  for  1.5 
percent  of  the  wages  paid  to  the  employee,  in  lieu  of  the  income 
taxes  that  were  not  withheld,  plus  20  percent  of  the  employee's 
portion  of  the  Social  Security  and  Medicare  taxes  on  those  wages. 
If  the  employer  has  not  complied  with  the  information  reporting 
requirements  associated  with  the  treatment  of  the  worker  as  an 
independent  contractor,  however,  these  percentages  are  doubled  to 
3.0  and  40  percent,  respectively.   In  addition,  the  employer's 
liability  under  section  3509  cannot  be  reduced  by  any  self- 
employment  or  income  taxes  paid  by  the  misclassif ied  worker. 

The  relief  provided  by  section  3509  is  not  available  if  the 
employer  has  intentionally  disregarded  the  withholding 
requirements  with  respect  to  the  employee.   Section  3509  also 
does  not  relieve  the  employer  of  its  liability  for  100  percent  of 
the  employer  portion  of  Social  Security  and  Medicare  taxes. 

The  rules  of  section  3509  were  developed  in  an  attempt  to 
place  employers  and  the  Federal  government  in  approximately  the 
same  financial  position,  on  average,  in  which  they  would  have 
been  if  the  amount  of  taxes  actually  paid  by  the  misclassif ied 
employees  had  been  determined  and  used  to  abate  the  employers' 
liabilities,  without  the  need  actually  to  determine  those 
amounts.   Thus,  section  3509  has  no  effect  on  an  employer's  own 
liability  for  Federal  or  State  unemployment  insurance  taxes  or 
the  employer  portion  of  Social  Security  or  Medicare  taxes.   Also, 
in  return  for  limiting  the  employer's  liability  for  failure  to 
withhold  employee  taxes,  section  3509  prohibits  the  employer  from 
reducing  its  own  liability  by  recovering  any  tax  determined  under 
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the  section  from  the  employee,  and,  as  discussed  above,  gives  it 
no  credit  for  any  taxes  ultimately  paid  by  the  employee. 

Section  1706.   In  the  mid-1980s,  some  employers  in  the 
technical  services  industry  complained  that  the  relief  granted 
under  section  530  created  an  unfair  advantage  for  certain  of 
their  competitors.   They  noted  that  section  530  affects  different 
taxpayers  differently,  depending  on  whether  they  satisfy  the 
statutory  conditions  for  relief.   In  particular,  employers  that 
have  consistently  misclassif ied  their  employees  as  independent 
contractors  are  entitled  to  relief  under  section  530,  while  other 
employers  in  the  same  industry  (that,  for  example,  have  sometimes 
taken  more  conservative  positions  on  classification  issues)  are 
not  entitled  to  relief  because  they  cannot  satisfy  the 
consistency  requirements  of  section  530.   The  crux  of  the 
employers'  complaints  was  that  certain  service  providers  in  the 
industry  achieved  unfair  cost  savings  by  treating  the  service 
providers  as  independent  contractors.^ 

As  a  result  of  these  complaints,  in  section  1706  of  the  Tax 
Reform  Act  of  1986,  Congress  excluded  from  the  ambit  of  section 
530  taxpayers  that  broker  the  services  of  engineers,  designers, 
drafters,  computer  programmers,  systems  analysts  and  "other 
similarly  skilled  workers  engaged  in  a  similar  line  of  work," 
effective  for  payments  made  after  December  31,  1986.   Section 
1706  applies  exclusively  to  multi-party  situations,  i.e.,  those 
involving  (i)  technical  services  workers,  (ii)  a  business  that 
uses  the  workers,  and  (iii)  a  firm  that  supplies  the  workers  to 
the  business.   The  effect  of  section  1706  is  to  deny  section  530 
relief  solely  to  the  firm  that  supplies  the  workers.   Section 
1706  did  not  affect  the  application  of  section  3509  to  such 
firms. 


^  Under  section  3509,  as  under  prior  law,  the  full  amount  of 
the  misclassif ied  worker's  gross  compensation  is  subject  to  tax, 
even  though,  if  the  worker  had  always  been  treated  as  an 
employee,  the  employer  would  presumably  have  negotiated  to  reduce 
wages  to  reflect  the  employer's  liability  for  its  portion  of 
Social  Security  and  Medicare  taxes,  unemployment  insurance, 
workers  compensation,  and  fringe  benefits. 

'  As  explained  above,  however,  misclassif ication  of  an 
employee  as  an  independent  contractor  does  not  necessarily  result 
in  any  cost  savings.   Cost  savings  could  be  achieved,  however,  if 
the  client  is  able  to  pay  the  independent  contractor  less  than 
the  sum  of  the  cash  compensation,  its  portion  of  Social  Security 
and  Medicare  taxes,  unemployment  insurance,  workers  compensation, 
and  fringe  benefits  that  it  would  have  paid  to  an  employee.   Cost 
savings  also  could  be  achieved  if  the  misclassif ication  is 
accompanied  by  underreporting  of  income  or  an  overstatement  of 
deductions  by  the  worker. 
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Congress  may  have  believed  that  the  denial  of  section  530 
relief  to  this  group  of  taxpayers  would  cause  most  or  all 
technical  services  workers  to  be  reclassified  as  employees. 
Section  1706  does  not,  however,  actually  require  that  the 
individuals  listed  in  the  provision  be  treated  as  employees. 
Rather,  it  merely  requires  them  to  be  classified  as  employees  or 
independent  contractors  for  employment  tax  purposes  under  the 
usual  common  law  tests,  and  permits  the  IRS  to  issue  guidance 
with  respect  to  such  classification. 

Consequences  of  Misclassif ication 

As  discussed  above,  misclassif ication  of  workers  does  not 
necessarily  result  in  net  revenue  losses  for  the  Federal 
government.   Because  current  Federal  tax  law  does  not 
consistently  favor  status  as  either  an  employee  or  an  independent 
contractor,  especially  when  the  tax  obligations  of  both  the 
business  and  the  worker  are  taken  into  account,  it  is  impossible 
to  determine  a  priori  whether  misclassif ication  tends,  on 
average,  to  result  in  a  net  revenue  gain  or  loss.   Deliberate 
misclassif ication,  however,  may  tend  to  result  in  net  revenue 
losses  to  the  extent  the  misclassif ication  is  undertaken  to 
obtain  a  net  tax  benefit  for  the  employer  and  the  worker.   For 
example,  if  an  employee  is  deliberately  misclassif ied  as  an 
independent  contractor  to  relieve  the  employer  of  its  withholding 
obligation  and  to  allow  the  worker  to  take  advantage  of 
independent  contractors'  relatively  greater  opportunity  to  be 
less  than  fully  compliant  with  the  tax  laws,  the  reduction  in  the 
employer's  tax  payments  may  not  be  fully  offset  by  the  increase 
in  the  worker's  tax  payments. 

Existing  evidence  suggests  that  this  kind  of  deliberate 
misclassif ication  may  pose  a  problem,  especially  where  the 
employer  also  fails  to  report  the  independent  contractor's  gross 
income  to  the  IRS  on  an  information  return.   IRS  studies  suggest 
that  the  percentage  of  gross  income  voluntarily  reported  by 
independent  contractors  generally  is  significantly  lower  when  the 
income  is  not  reported  to  the  IRS  on  Form  1099.   This  negative 
correlation  is  stronger  when  the  independent  contractors  are  in 
fact  misclassif ied  employees  rather  than  true  independent 
contractors.   Thus,  a  greater  reduction  in  voluntary  compliance 
when  Form  1099s  are  not  filed  suggests  that,  in  these  cases, 
deliberate  misclassif ication  is  being  used  to  avoid  full 
compliance,  as  distinguished  from  cases  in  which 
misclassif ication  results  from  legitimate  uncertainty. 

In  addition  to  the  revenue  loss  that  may  result  from 
noncompliance  associated  with  deliberate  misclassif ication  of 
workers,  both  erroneous  and  deliberate  misclassif ication  may 
adversely  affect  other  tax  and  non-tax  rules  that  are 
specifically  targeted  at  either  employees  or  independent 
contractors.   In  particular,  misclassif ication  interferes  with 
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the  social  goals  underlying  a  worker's  eligibility  for  employer- 
provided  pensions,  fringe  benefits,  unemployment  insurance,  and 
workers  compensation.   To  the  extent  that  other  significant 
rights  or  privileges  are  made  contingent  on  workers'  employee 
status,  such  as  possible  future  changes  to  the  health  care 
insurance  system,  the  impact  of  misclassif ication  outside  of  the 
Federal  tax  system  may  be  increased. 

Current  Proposals  Addressing  Misclassif ication 

The  Subcommittee's  letter  of  invitation  included  a  copy  of 
H.R.  5011,  which  was  sponsored  and  introduced  in  the  102nd 
Congress  by  the  former  chairman  of  the  Subcommittee,  Congressman 
Barnard,  to  address  issues  related  to  noncompliance  and 
misclassif ication  of  workers.   In  addition,  the  Subcommittee 
staff  provided  for  our  review  a  number  of  possible  additions  and 
modifications  to  H.R.  5011.   The  Department  recognizes  that  H.R. 
5011  and  the  related  proposals  raise  important  issues  of  tax 
policy  and  administration  and,  accordingly,  they  merit  careful 
study.   The  Administration  has  not  yet  undertaken  a  full  review 
of  misclassif ication  issues  and,  given  the  broad  scope  of  the 
legislation,  we  cannot,  at  this  time,  comment  specifically  on 
each  of  these  proposals. 

In  general,  however,  we  are  encouraged  that  many  of  the 
proposals  are  aimed  at  strengthening  existing  compliance 
mechanisms  with  regard  to  independent  contractors.   In  that 
connection,  we  note  that  the  Administration's  deficit  reduction 
package  included  a  proposal  that  also  appears  in  H.R.  5011  to 
expand  information  reporting  on  Form  1099  to  cover  corporate 
service  providers.   This  proposal  is  included  in  the  budget 
reconciliation  bill  passed  by  the  House  of  Representatives  on  May 
27th. 

The  expansion  of  information  reporting  would  change  the 
current  law  rule  under  which  a  payor  is  not  required  to  report 
payments  to  independent  contractors  that  are  organized  as 
corporations.   Concerns  have  arisen  that  this  exception  creates  a 
significant  loophole  by  encouraging  service  providers  to 
incorporate  (or  merely  claim  to  have  incorporated)  in  order  to 
avoid  the  requirement  that  the  payor  file  a  Form  1099  reporting 
payments  for  services.   The  expansion  of  information  reporting  to 
cover  corporate  service  providers  will  give  the  IRS  additional 
tools  to  address  the  compliance  problems  that  are  associated  with 
some  classes  of  independent  contractors.   Previous  studies  have 
shown  that  reporting  of  income  on  tax  returns  increases  when  that 
income  has  been  reported  on  an  information  return. 

The  Administration  is  mindful,  however,  that  increased 
reporting  requirements  impose  additional  administrative  burdens 
on  payors.   Such  increased  burdens  may  not  be  warranted 
particularly  with  regard  to  classes  of  payees  that  have  a  history 
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of  compliance  with  the  tax  laws.   For  this  reason,  the 
Administration's  proposal,  as  reflected  in  the  budget 
reconciliation  bill  and  House  committee  report  would  give  the 
Treasury  and  IRS  authority  to  exclude  certain  types  of  payments 
and  certain  types  of  payees  from  the  expanded  reporting 
requirements.   For  example,  required  reporting  of  payments  to 
corporate  service  providers  in  certain  regulated  industries  may 
not  be  necessary  to  improve  compliance  because  there  is  already  a 
high  level  of  compliance  among  this  group  of  payees. 

H.R.  5011  also  includes  a  proposal  that  would  provide  payors 
with  a  mechanism  to  verify  an  independent  contractor's  taxpayer 
identification  number  (TIN)  prior  to  making  payments.   Under 
current  law,  a  TIN  is  subject  to  verification  only  after  payments 
have  been  made  and  the  Form  1099  is  filed.   Thus,  an  IRS 
notification  to  the  payor  that  the  independent  contractor  has 
provided  an  incorrect  TIN,  which  triggers  mandatory  backup 
withholding,  is  effective  only  in  cases  where  the  payor  continues 
to  make  payments  to  the  independent  contractor  subsequent  to  the 
notification.   If  the  payor  were  required  to  verify  the  TIN  prior 
to  any  payment  to  the  independent  contractor,  however,  the 
verification  system  would  effectively  cut  off  the  use  of 
incorrect  TINs  as  a  method  of  noncompliance.   We  note  that  the 
IRS  is  in  the  process  of  conducting  a  pilot  project  in  this  area. 
Accordingly,  the  Department  believes  that  any  broader 
implementation  of  TIN  verification  should  await  the  results  of 
the  IRS  pilot. 

We  believe  that  benefits  of  any  further  expansion  of  the 
reporting  system  generally  must  be  balanced  against  the  increased 
administrative  burdens  associated  with  such  a  change.   In 
addition,  the  Department  would  need  to  consider  in  much  more 
detail  any  proposal  that  would  reduce  or  eliminate  existing 
sanctions  against  misclassif ication.   In  particular,  it  may  be 
premature  to  take  such  steps  before  significant  experience  is 
gained  with  the  effectiveness  of  alternative  enforcement  tools, 
such  as  the  expansion  of  information  reporting  to  corporate 
service  providers.   While,  for  various  reasons,  independent 
contractors  generally  have  lower  voluntary  reporting  percentages 
than  employees,  this  problem  appears  to  be  attributable  to  a 
subset  of  taxpayers  deliberately  using  misclassif ication  as  means 
to  avoid  full  compliance.   This  is  presumably  one  reason  for  the 
apparent  correlation  noted  above  between  noncompliance  and 
misclassif ication.   In  view  of  this  correlation,  it  would  still 
be  reasonable  for  the  IRS  to  devote  a  significant  amount  of  its 
compliance  efforts  to  the  misclassif ication  area  even  if  it  were 
given  better  tools  to  encourage  voluntary  compliance  in  general. 

We  are  encouraged  that  H.R.  5011  would  repeal  the  section 
530  moratorium  on  the  IRS'  issuance  of  guidance  concerning 
employee  status.   This  prohibition  has  significantly  reduced 
taxpayers'  ability  to  classify  workers  correctly  as  employees  or 
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independent  contractors,  and  its  repeal  would  help  minimize 
instances  in  which  taxpayers  are  penalized  for  inadvertent 
misclassif ication.   The  Department  also  generally  favors  further 
consideration  of  modifications  to  section  530  that  would 
eliminate  differences  in  treatment  among  otherwise  similarly- 
situated  taxpayers,  such  as  the  prior-audit  safe  harbor  and  the 
prohibition  against  prospective  worker  reclassification. 

H.R.  5011  would  address  the  core  noncompliance  problem  in 
part  by  basing  the  penalties  for  failure  to  comply  with  the 
information  reporting  requirements  on  the  amount  of  compensation 
required  to  be  reported.   It  is  not  clear,  however,  that  these 
sanctions  could  be  made  strong  enough  to  deter  deliberate 
noncompliance  without  creating  the  same  potential  for 
overreaching  as  exists  under  current  law.   Presumably  these 
penalties  could  be  increased  where  deliberate  misclassif ication 
or  noncompliance  with  the  information  reporting  requirements  is 
demonstrated.   Unfortunately,  such  a  showing  is  often  difficult 
to  make.   This  difficulty  is,  in  fact,  one  reason  why  the  IRS  has 
found  it  hard  to  apply  the  existing  10-percent  penalty  for  an 
intentional  failure  to  report  the  payment  of  compensation  to  an 
independent  contractor. 

Instead  of  simply  reducing  or  eliminating  existing  sanctions 
against  misclassif ication,  it  may  be  appropriate  to  consider 
whether  these  sanctions  (including  exceptions  like  sections  3509 
and  530)  could  be  better  targeted  or  otherwise  improved.   For 
example,  section  3509  has  not  been  amended  to  reflect  the 
equalization  of  the  Social  Security  and  Medicare  taxes  paid  by 
independent  contractors  and  those  paid  by  employees  and  employers 
that  have  occurred  since  its  enactment.   Again,  however,  the 
Department  would  need  to  give  careful  consideration  to  any 
changes  to  section  3509  to  ensure  that  they  did  not  provide 
additional  incentives  to  engage  in  deliberate  misclassif ication, 
thereby  increasing  compliance  problems. 

Finally,  it  is  important  to  bear  in  mind  that,  as  noted 
above,  misclassif ication  is  not  merely  a  problem  of  tax 
compliance.   Under  current  law,  a  worker's  classification  as  an 
employee  or  independent  contractor  also  affects  the  worker's 
treatment  under  those  statutory  provisions  that  apply  exclusively 
to  either  employees  or  independent  contractors,  including,  among 
others,  the  two-percent  floor  on  miscellaneous  itemized 
deductions,  the  fringe  benefit  and  unemployment  insurance 
provisions  of  the  Internal  Revenue  Code,  workers'  compensation, 
wage  and  hour  laws,  ^nd  eligibility  for  Medicare  and  other  social 
and  income  security  programs.   Whether  any  of  these  differences 
in  treatment  between  employees  and  independent  contractors  should 
be  reexamined  is  an  issue  that  is  well  beyond  the  scope  of  this 
testimony.   However,  as  these  differences  in  treatment  exist,  the 
IRS  and  other  regulatory  agencies  must  continue  to  play  an 
important  role  in  the  determination  of  workers'  employment 
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status,  and  must  have  adequate  tools  with  which  to  enforce  these 
determinations . 

Conclusion 

To  conclude,  worker  misclassif ication  is  a  long-standing  and 
difficult  problem  of  tax  policy,  which  the  Treasury  Department  is 
very  interested  in  seeing  resolved.   Defining  a  simple  set  of 
rules  that  provides  tax  equity  among  similarly-situated  workers 
and  service  recipients,  maximizes  compliance  with  the  law,  and 
minimizes  interference  with  legitimate  differences  in  business 
operations  has  proven  extraordinarily  difficult.   The  Department 
appreciates  the  ongoing  efforts  by  the  members  of  this 
Subcommittee  and  other  individuals  to  address  this  problem  and 
would  be  pleased  to  work  with  the  Subcommittee  to  develop  these 
ideas  further. 

Mr.  Chairman,  that  concludes  my  formal  statement.   I  will  be 
pleased  to  answer  any  questions  that  you  or  other  Members  may 
wish  to  ask. 
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Mr.  Spratt.  Mr.  Shays. 

Mr.  Shays.  No  questions  right  now. 

Mr.  Spratt.  What  is  the  status  of  your  onhne  service  for  estab- 
lishing correct  taxpayer  identification  numbers?  You  plan  to  imple- 
ment it  in  July  1993,  which  is  a  month  away;  how  will  it  be  estab- 
lished and  set  up? 

Mr.  Washburn.  Mr.  Chairman,  I  don't  know  all  of  the  specifics 
as  to  exactly  how  it  will  be  established.  What  we  have  done  is  we 
have  got  some,  I  think  it  is  150  volunteer  companies  representing 
a  cross  section  of  industry  that  would  be  subject  to  backup  with- 
holding, and  a  cross  section  of  size  of  companies  that  will  partici- 
pate in  this  program,  and  we  are  ready  to  go  online  in  July. 

Mr.  Spratt.  Well,  I  misunderstood  you. 

With  respect  to  improving  the  means  of  verifying  tax  ID  num- 
bers, is  there  any  statutory  bar  to  your  establishing  now  an  800 
number,  where  taxpayers  could  call  their  regional  IRS  offices  and 
verify  the  employment  ID  number  of  an  independent  contractor  or 
a  purported  independent  contractor  with  whom  they  were  dealing? 

Mr.  Washburn.  Yes,  Mr.  Chairman.  Because  of  the  provisions  of 
section  6103,  disclosure  provisions,  we  are  limited  in  terms  of  who 
we  can  deal  with  and  provide  confirmation  of  a  TIN,  and  that  is 
basically  employers  who  would  have  to  implement  backup  with- 
holding if  the  service  provider  did  not  provide  an  accurate  TIN 
number. 

Mr.  Spratt.  So  now,  the  only  time  you  require  backup  withhold- 
ing is  where  there  is  an  erroneous  1099  filed  and  you  take  note  of 
the  error  and  you  notify  the  payer  that 

Mr.  Washburn.  We  notify  the  payer  that  backup  withholding 
must  begin  when  the  service  provider  refuses  to  give  the  payer  a 
valid  TIN  number,  that  sort  of  thing. 

Mr.  Spratt.  Has  the  Service  itself  or  the  Treasury  Department 
sought  from  the  Ways  and  Means  Committee  of  the  Congress  some 
dispensation  fi-om  this  section  of  the  code  so  that  it  can  proceed 
with  the  establishment  of  a  verification  system? 

Mr.  Washburn.  I  don't  believe  that  we  have,  Mr.  Chairman.  In 
other  words,  what  we  are  waiting  for  is  the  outcome  of  this  test, 
which  we  will  know  over  the  next  12-month  period. 

Mr.  IWRY.  To  see  whether  it  can  work  efficiently  without  an 
undue  burden  on  the  employers  or  on  the  Internal  Revenue  Serv- 
ice. 

Mr.  Spratt.  By  expanding  the  1099  filing  requirement,  is  that  an 
undue  burden  on  the  Internal  Revenue  Service? 

Mr.  IWRY.  Well,  to  make  sure  that  this  system  that  the  IRS  is 
trying  out  on  a  pilot  project  basis  can  indeed  be  made  to  work  effi- 
ciently. 

Mr.  Washburn.  In  other  words,  it  is  one  thing  on  a  test  basis 
to  have  a  limited  number  of  companies  be  able  to  call  in,  in  ad- 
vance when  they  are  in  the  process  of  contracting  with  an  inde- 
pendent contractor  and  get  some  confirmation  of  the  number,  that 
it  is  a  valid  number;  it  is  another  thing  to  have  a  requirement  for 
every  prospective  employer  in  the  United  States  to  have  to  come 
in  and  do  that,  so  we  wanted  to  make  sure  that  our  system  is  up 
and  ready,  and  it  does  not  become  an  overwhelming  burden. 
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Mr.  Spratt.  I  understand  why  it  is  a  burden  to  require  it  to  be 
done  in  advance;  it  might  be  some  sort  of  a  rehef  for  those  who 
were  diligent  enough  to  inquire.  But  why  not  have  the  service 
available?  I  don't  really  understand  the  privacy  issue.  Revealing 
somebody's  ID  number  is  no  more  personal  than  your  automobile 
license  tag  number,  is  it? 

Mr.  Washburn.  Yes,  Mr.  Chairman.  Section  6103  specifically 
prohibits  the  Service  and  limits  the  ability  of  the  Service  to  disclose 
any  information  about  a  taxpayer,  whether  it  is  their  ID  number, 
or  address,  or  any  information  that  would  come  off  a  tax  return. 
There  are  very  limited  circumstances  under  which  we  can  do  that. 
And  the  backup  withholding  is  one  of  those  circumstances,  because 
we  go  back  to  the  payer  and  say  this  is  not  a  valid  number. 

Mr.  Spratt.  Let  me  grant  you  that  6103  may  have  provided  that, 
but  as  a  matter  of  policy,  in  terms  of  protecting  what  is  genuinely 
private,  is  anything  really  seriously,  sincerely  private  about  some- 
one's taxpayer  identification  number?  Can  that  lead  to  any  kind  of 
abuse,  any  more  than  having  the  State  Highway  Department  re- 
vealing upon  inquiry  who  owns  a  certain  automobile? 

Mr.  Washburn.  I  am  not  prepared  to  articulate  what  those  prob- 
lems would  be;  but  Mr.  Chairman,  I  know  there  is  a  segment  of  the 
population  that  is  very  concerned  about  the  privacy  of  their  Social 
Security  numbers  and  tax  identification  numbers. 

If  our  test  is  successful,  by  the  way,  I  am  sure  that  we  would 
come  forward  and  want  some  sort  of  relief  under  6103  to  broaden 
our  ability  to  work  with  payers. 

Mr.  Spratt.  At  the  present  time,  do  you  mainly  follow  up  and 
search  for  violations  by  checking  1099's  to  see  if  the  payees  under 
the  1099  are  genuinely  independent  contractors,  or  more  likely  em- 
ployees? Do  you  have  some  other  means  of  checking  the  expenses 
that  are  itemized  on  different  returns  from  tracing  those  payments 
to  see — I  don't  guess  there  is  enough  information  on  a  1040  or  an 
ordinary  income  tax  return  to  trace  payees.  So  if  you  don't  have  a 
1099,  you  don't  have  a  lead  into  the  classification  problem,  do  you? 

Mr.  Washburn.  Well,  we  would  have — first  of  all,  we  do  use 
1099's  as  leads  into  the  classification  problem.  For  example,  we 
would  take  a  look  at  businesses  where  most  of  their  income  is  re- 
flected on  a  single  1099  from  a  payer.  We  might  question  whether, 
you  know,  there  is  a  possibility  that  they  may  be  an  employee.  But 
there  are  many  other  ways  in  which  we  get  into  the  classification 
issue. 

Sometimes  employees  come  forward;  sometimes  employers  come 
forward;  sometimes  during  the  course  of  our  regular  audit,  our 
agents  are  required  to  look  into  the  employment  tax  compliance 
and  may  raise  this  issue  of  classification.  Sometimes  there  are 
other  businesses  that  come  forward  or  labor  unions,  and  so  forth, 
with  complaints  about  specific  groups  of  workers  who  may  be 
misclassified  in  their  opinion.  So  there  are  a  variety  of  ways  in 
which  we  raise  that  issue. 

Mr.  Spratt.  Right  now,  who  under  the  code  today  has  to  file  a 
1099? 

Mr.  Washburn.  Any  payer  who  provides,  in  this  case,  a  payment 
of  over  $600  to  a  service  provider  during  the  course  of  the  year. 

Mr.  Spratt.  But  not  to  a  corporation  providing  services? 


44 

Mr.  Washburn.  Right,  right.  Not  to  a  corporate  provider. 

Mr.  Spratt.  And  what  is  the  policy  basis  for  excluding  corpora- 
tions? 

Mr.  Washburn.  I  am  really  not  sure,  Mr.  Chairman.  I  really 
don't  know.  I  can  get  back  to  you  for  the  record  and  see  if  our 
records  show  anything. 

Mr.  IWRY.  Mr.  Chairman,  we  don't  think  there  is  much  continu- 
ing policy  basis,  which  is  why  the  administration  has  endorsed  the 
same  provision  that  is  in  5011. 

If  I  may  just  go  back  to  one  of  your  earlier  questions,  Mr.  Chair- 
man, I  am  not  very  familiar  with  this,  but  I  believe  that  it  may 
be  possible  for  a  taxpayer  identification  number  to  be  used,  or  mis- 
used, by  a  payer  in  gaining  access  to  credit  information  or  trying 
to  gain  access  to  credit  information,  because  I  understand  that 
those  numbers  are  sometimes  used  by  credit  reporting  agencies,  so 
that  the  payee's  privacy  might  be  in  some  measure  exposed. 

Mr.  Spratt.  But  it  would  seem  that  there  could  be  other  protec- 
tions against  that.  I  mean  Social  Security  numbers  are  also  far 
more  widely  used  as  indexes  to  people's  background  records  and 
credit  records  and  things  like  that,  and  they  are  so  common  now 
that  they  are  hardly  confidential  anymore. 

I  was  just  getting  at  whether  or  not  there  is  really  anything  to 
be  protected  here.  I  am  concerned  about  privacy  of  the  records,  too, 
but  I  don't  see  why  your  ID  number  is  such  a  big  secret  or  needs 
to  be. 

What  was  the  reason  for  barring  the  IRS — I  am  asking  you  for 
Congress'  reasons  and  intent,  on  the  basis  that  you  know  more 
about  the  history  of  this  than  I  do. 

Why  did  the  Congress  bar  you  in  Section  530  from  issuing  fur- 
ther guidance  with  respect  to  the  classification? 

Ms.  Oppenheimer.  Mr.  Spratt,  this  was  originally  intended  as  a 
temporary  measure,  and  I  believe  that  the  reason  is  that  it  was  a 
general  part  of  a  moratorium  on  what  the  Service  was  doing.  Now, 
of  course,  when  it  became  much  more  permanent 

Mr.  Spratt.  It  has  lasted  15  years? 

Ms.  Oppenheimer.  That  is  correct. 

Mr.  Spratt.  And  has  this  hampered  your  efforts  to  develop  and 
evolve  guidelines  that  taxpayers  could  understand,  and  that  your 
field  agents  could  understand  as  well  when  they  conducted  audits? 

Ms.  Oppenheimer.  We  have  been  hmited  to  issuing  form  SS-8 
rulings,  which  are  private  letter  rulings  on  which  only  the  recipient 
can  rely,  and  on  technical  advice  memorandums.  So  there  is  not  a 
body  of  post- 1978  guidance  that  taxpayers  in  general  can  rely  on. 

There  are  preexisting  revenue  rulings,  but  we  certainly  get  criti- 
cism that  they  may  be  somewhat  outmoded. 

Mr.  Spratt.  If  a  computer  services  firm  has  consultants  who 
work  as  independent  contractors  for  firms  that  need  computer  serv- 
ices and  are  paid  as  independent  contractors  by  the  contracting 
firm,  how  complicated  and  time  consuming  is  it  for  such  a  firm  to 
obtain  a  private  letter  ruling? 

Ms.  Oppenheimer.  The  form  that  needs  to  be  provided  is  in  and 
of  itself  a  relatively  short  form,  but  there  may  be  a  variety  of  job 
tasks  performed  by  those  workers.  For  example,  some  may  be  edi- 
tors, some  may  be  translators,  some  may  be  programmers,  and  the 
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work  performed  by  those  people  and  the  relationships  between  the 
worker  and  the  business  may  vary  enough  that  a  number  of  re- 
quests would  have  to  be  filed. 

Mr.  Spratt.  I  didn't  quite  understand  you.  You  are  suggesting 
you  might  file  for  a  letter  ruling.  The  independent  contractor  con- 
sultants would  work  for  a  certam  firm,  and  then  instead  of  doing 
software,  he  would  start  doing  hardware  repair  work  and  different 
sorts  of  daily  responsibilities  would  evolve,  and  then  the  private 
letter  ruling  would  no  longer  be  useful? 

Ms.  Oppenheimer.  That  is  true.  A  private  letter  ruling  is  useful 
only  in  so  long  as  the  facts  do  not  change  materially. 

Mr.  Spratt.  If  you  get  a  private  letter  ruling,  is  it,  generally 
speaking,  a  bar  against  any  sort  of  reconsideration  on  audit?  Does 
this  protect  you  against  penalties  and  reclassification,  so  long  as 
the  facts  are  basically  the  same? 

Ms.  Oppenheimer.  A  taxpayer  is  entitled  to  rely  on  a  private  let- 
ter ruling,  absent  such  things  as  a  material  change  in  fact,  yes. 

Mr.  Spratt.  Mr.  Shays,  do  you  have  any  further  questions? 

Mr.  Shays.  Yes.  I  would  like  to  ask  each  of  you  this  question: 
You  have  someone,  say,  who  owns  a  floor  covering  business,  and 
he  has  always  hired  employees,  and  they  do  the  work,  and  he  has 
a  crew  of  say  20  people. 

Let's  say  ne  has  a  crew  of  10  people.  He  finds  that  his  competi- 
tors are  hiring  independent  contractors,  but  they  are  the  only  peo- 
ple who  work  for  his  competition;  they  don't  do  any  other  work. 
This  store  owner  asked  this  individual,  I  have  full-time  employees, 
you  have  independent  contractors,  so  does  this  mean  that  1  can 
hire  your  independent  contractors?  He  says  no,  I  have  trained  them 
and  they  are  my  employees. 

Now,  how  is  this  individual  supposed  to  compete  with  the  indi- 
vidual that  hires  the  independent  contractor,  and  what  will  the  IRS 
and  the  Treasury  Department  do  about  this  kind  of  circumstance 
within  the  law  we  have  now?  Do  we  need  any  change  in  the  law 
to  deal  with  that  kind  of  problem? 

Mr.  Washburn.  That  is  a  good  example,  Mr.  Shays,  because  that 
type  of  situation  does  occur.  Basically 

Mr,  Shays.  It  is  almost  an  epidemic. 

Mr.  Washburn.  Basically,  the  employer  who  treats  the  workers 
as  employees  may  be  at  a  disadvantage,  compared  to  the  other  con- 
tractor, but  on  the  other  hand,  there  are  some  other  aspects  to 
that,  too.  In  other  words,  in  theory,  that  employer  could  hire  work- 
ers at  a  lower  cost  than  what  they  would  have  to  pay  an  independ- 
ent contractor  because  the  independent  contractor  is  going  to  have 
to  have  their  own  benefits,  et  cetera.  But  that  is  a  problem  that 
we  constantly  deal  with  and  we  basically  say 

Mr.  Shays.  Mr.  Washburn,  I  have  to  tell  you  the  reason  I  am  at 
this  hearing  is  because  I  have  never  heard  it  that  way.  I  have 
heard  it  this  way:  The  individual,  who  pays  his  employees  as  em- 
ployees has  to  pay  workers'  compensation,  unemployment  com- 
pensation, may  in  some  cases  provide  insurance  to  his  employees; 
and  his  costs  are  greater. 

He  would  be  thrilled  to  pay  them  as  an  independent  contractor, 
thrilled.  But  he  thinks  that  is  against  the  law,  so  he  is  abiding  by 
the  law,  and  he  is  competing  with  someone  who  isn't. 
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I  really  want  you  to  address  this  question:  What  does  the  IRS, 
what  does  the  Treasury  Department  do  about  this  circumstance? 
Would  you  recommend  to  this  individual  that  he  hire  his  employees 
as  independent  contractors  so  that  he  can  effectively  compete?  That 
is  what  I  think  we  have  to  address. 

Mr.  Washburn.  Well  what  we  would  say  to  that  employer  is  that 
you  are  treating  your  workers  correctly  as  employees,  and  you  can't 
switch,  because  of  the  way  the  rules  are.  In  other  words,  you  can't 
treat  people  who  are  employees  one  day  and  turn  around  the  next 
day  and  treat  them  as  independent  contractors. 

Mr.  Shays.  So,  basically,  the  employer  who  treats  his  employees 
as  employees  is  following  the  law  and  can't  change?  What  about  his 
competition  who  hires  them  as  outside  contractors? 

Mr.  Washburn.  That  is  where  his  competition  may  come  under 
the  protection  of  Section  530. 

Mr.  Shays.  Now,  the  "may"  is  the  operative  word? 

Mr.  Washburn.  Right. 

Mr.  Shays.  Do  you  understand  in  clear  terms  how  it  would  apply 
to  that  individual,  or  does  the  "may"  leave  it  up  to  such  interpreta- 
tion that  that  individual  can  continue  to  hire  people  as  outside  con- 
tractors? 

Mr.  Washburn.  Do  you  want  to  take  that  one? 

Ms.  Oppenheimer.  It  will  depend — excuse  me,  Mr.  Shays.  The 
answer  to  that  will  depend  on  a  number  of  additional  facts,  such 
as  whether  that  other  employer  has  provided  form  1099's,  whether 
they  are  treating  similarly  situated  people  the  same  way,  and 
whether  they  have  one  of  the  Section  530  safe  havens  on  which 
they  can  rely,  such  as  a  prior  audit  or 

Mr.  Shays.  Can  I  respond  to  the  whole  concept  of  the  safe  haven? 
It  seems  to  me  that  wnat  it  says  is,  if  you  broke  the  law  before, 
you  can  continue  to  break  the  law.  That  is  the  way  I  view  the  safe 
haven.  And  what  you  are  saying  to  me  is  that  guy  who  is  paying 
his  employees  as  employees,  is  going  to  continue  to  get  hurt,  be- 
cause the  company  that  has  no  tradition  of  paying  them  as  employ- 
ees can  continue  to  hire  them  as  independent  contractors,  avoiding 
paying  all  of  the  various  benefits. 

And  that  is,  Mr.  Chairman,  why  I  think  we  need  to  address  this. 
We  are  really  saying  to  the  person  who  has  had  employees  in  the 
past,  once  he  set  that  precedent,  he  can't  change  it.  And  we  are 
saying  the  one  who  has  never  been  under  that  system  can  continue 
to  operate  with  the  independent  contractor. 

I  just  feel  what  we  are  saying  to  the  honest  businessman  and 
woman,  if  you  are  going  to  compete,  you  are  going  to  have  to  break 
the  law.  I  think,  collectively,  we  have  got  to  find  a  solution  to  this. 

Mr.  IWRY.  I  am  sorry,  I  didn't  mean  to  interrupt  you,  but  just  to 
follow  up  on  your  point  and  to  respond.  I  think  that  collectively  we 
are  working  toward  a  solution,  and  the  subcommittee's  work  with 
respect  to  certain  of  the  provisions  of  H.R.  5011  would  seem  to  ad- 
dress this  situation,  at  least  to  some  degree,  that  is  to  the  extent 
that  prospectively,  the  IRS  would  be  allowed  to  reclassify  that 
misclassified  group  of  employees  who  are  being  treated  as  inde- 
pendent contractors. 

The  IRS  would  be  allowed  to  reclassify  them  as  to  what  they 
really  are,  employees,  under  your  hypothetical.  Presumably,  that 
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would  help  the  honest  competitor  who  has  been  treating  them  as 
employees  all  along,  and  the  IRS  could  issue  guidance  in  the  fu- 
ture, as  H.R.  5011  would  permit,  to  make  it  less  likely  that  com- 
petitors would  misclassify. 

Mr.  Shays.  I  have  a  lot  of  sympathy  for  someone  who  may  not 
have  classified  their  employees  in  the  past,  and  I  would  not  want 
to  hold  them  accountable  necessarily  for  what  happened  in  the 
past.  But  I  think  it  is  absolutely  outrageous  that  at  the  moment 
we  realize  they  are  not  in  compliance,  they  should  from  that  point 
on  be  in  compliance.  But  really,  what  I  still  sense  is  a  recognition 
that  it  is  still  difficult  to  know  who  is  independent  and  who  isn't. 

Mr.  IWRY.  Yes,  it  is. 

Mr.  Shays.  And  it  would  strike  me  that  if  a  floor  covering  com- 
pany only  has  enough  work  for  15  hours  a  week,  and  an  individual 
then  goes  to  another  floor  company  and  works,  then  they  are  more 
of  an  independent  contractor. 

Mr.  IWRY.  The  test  is  difficult,  and  that  is  again  why  we  think 
that  IRS  administrative  guidance  would  help  clarify  it,  at  least  in 
a  lot  of  specific  situations  that  could  be  addressed  in  revenue  rul- 
ings or  regulations,  and  provide  clear  answers  that  would  put  com- 
petitors on  a  more  even  footing.  And  again,  as  you  suggest,  the  re- 
classification going  forward  should  also  help  address  that  kind  of 
unfairness. 

Mr.  Shays.  I  guess  I  would  just  conclude  by  saying  that,  what 
I  am  hearing  you  say  is  that  the  key  decision  for  businesses  when 
they  start  out,  is  whether  they  are  going  to  be  hiring  their  employ- 
ees as  employees  or  as  independent  contractors.  Once  they  make 
that  decision,  they  are  pretty  locked  in,  and  those  that  have  hired 
their  employees  as  employees  and  pay  those  extra  benefits  are  real- 
ly at  a  competitive  disaavantage,  notwithstanding  the  opening  of 
your  remarks.  I  mean  candidly,  there  is  a  big  incentive  to  hire  your 
employees  as  independent  contractors. 

Mr.  IWRY.  It  does  depend,  I  think  as  Mr.  Washburn  was  saying, 
on  how  the  cash  compensation  of  the  employees  is  adjusted,  which 
of  course  is  a  matter  of  bargaining  power  between  employers  and 
workers. 

Mr.  Shays.  Can  you  produce  anyone  for  me  that  would  tell  me 
it  costs  a  business  more  to  have  an  independent  contractor? 

Someone  raised  his  hand.  So,  are  you  going  to  be  testifying  later? 

Mr.  McLaurin.  Yes,  sir. 

Mr.  Shays.  I  am  going  to  be  in  and  out,  but  I  really  look  forward 
to  your  testimony.  You  know,  I  understand  we  have  challenges 
when  we  are  talking  about  computer  personnel  and  others  who  are 
truly  consultants  going  from  one  business  to  another.  But  I  hope 
we  find  a  way  to  address  this  issue,  because  I  am  just  becoming 
aware  of  more  and  more  businessmen  and  women  who  are  so  frus- 
trated they  say,  forget  about  the  law,  I  can't  compete  unless  I  hire 
my  people  as  independent  contractors.  And  we  are  encouraging 
Americans  to  be  lawbreakers  by  our  present  ineptness  in  resolving 
this  issue. 

Thank  you,  Mr.  Chairman. 

Mr.  Spratt.  Thank  you. 

Thank  you  very  much  for  your  testimony  and  your  willingness  to 
answer  our  questions.  We  may  have  a  few  questions  for  the  record 
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we  will  send  to  you  so  we  can  supplement  the  information  you  pro- 
vided this  morning.  But  thank  you  for  taking  the  time  to  come. 

The  next  panel  consists  of  four  witnesses,  Lawrence  J.  Day,  who 
represents  the  Messenger  Courier  Association  of  the  Americas;  Mr. 
Don  McLaurin,  who  is  the  president  of  the  Computer  Consulting 
Group,  representing  as  president  the  National  Association  of  Com- 
puter Consultant  Businesses.  He  is  accompanied  by  Mr.  Harvey  J. 
Shulman,  who  is  general  counsel  of  that  organization. 

Ms.  Sally  Sumner,  who  is  a  registered  nurse  and  appears  on  be- 
half of  the  American  Nurses  Association,  and  is  accompanied  by 
Pamela  Grau,  who  is  also  a  registered  nurse  and  president-elect  of 
the  Nurse  Brokers  and  Contractors  of  America;  and  Mr.  Kenneth 
J.  Kies,  who  is  counsel  to  the  American  Resort  Development  Asso- 
ciation. 

If  I  mispronounced  anybody's  name,  I  didn't  do  it  intentionally. 

Mr.  Day,  I  think  the  simplest  procedure  for  the  sake  of  order  is 
to  begin  with  you.  You  are  at  the  top  of  the  list  of  witnesses. 

We  are  trying  to  move  this  along,  but  I  don't  want  you  to  pass 
up  saying  anything  that  you  believe  is  essential. 

We  will  give  you  10  minutes;  if  you  can  do  it  within  the  scope 
of  that  time,  that  will  be  good,  and  then  we  will  move  on  to  the 
other  witnesses. 

STATEMENT  OF  LAWRENCE  J.  DAY,  PRESIDENT,  JET  MES- 
SENGER SERVICE,  INC.,  REPRESENTING  AS  CHAIRMAN,  GOV- 
ERNMENT AND  LEGAL  AFFAIRS  COMMITTEE,  THE  MES- 
SENGER COURIER  ASSOCIATION  OF  THE  AMERICAS 

Mr.  Day.  Thank  you  very  much,  Mr.  Spratt. 

Mr.  Chairman  and  honorable  members  of  the  subcommittee,  my 
name  is  Lawrence  Day;  I  am  the  president  of  Messenger  Service, 
Inc.,  a  New  Jersey-based  courier  firm. 

Today  I  am  testifying  on  behalf  of  the  Messenger  Courier  Asso- 
ciation of  Americas  [MCAA],  a  national  trade  association  which 
represents  over  8,000  delivery  companies  in  the  United  States.  Col- 
lectively, we  represent  almost  500,000  workers  and  $12  billion  in 
annual  sales. 

We  represent  firms  which  operate  totally  with  employee  drivers, 
those  which  operate  exclusively  with  independent  contractors,  and, 
those  which  utilize  both  employees  and  independent  contractors. 
We  are  here  to  support  in  concept  your  efforts  today. 

We  have  carefully  read  and  reviewed  all  of  the  testimony  submit- 
ted on  H.R.  5011,  as  well  as  the  possible  provisions  compiled  from 
them  by  the  subcommittee  staff.  Many  contain  horror  stories  con- 
cerning audits  and  no  doubt  we  could  give  our  own  accounting  of 
draconian  classifications,  but  we  do  not  believe  this  would  be  pro- 
ductive today.  We  do  believe  that  this  subcommittee  is  dedicated 
toward  resolving  this  problem,  and  likewise,  we  would  like  to  see 
you  cut  through  this  Gordian  knot. 

First  and  foremost,  I  would  like  to  state  that  the  MCAA  is  com- 
mitted to  supporting  any  legislation  which  would  allow  our  mem- 
bers to  continue  to  operate  their  businesses  in  a  safe,  legal  and 
fair,  yet  competitive  manner.  We  maintain  that  taxes  which  are 
fair  and  uniform  should  be  borne  by  all,  and  that  the  law  support- 
ing these  taxes  should  be  fairly  and  uniformly  applied  to  all. 
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In  the  102d  Congress,  we  opposed  H.R.  5011  because  a  number 
of  its  provisions  were  either  inadequate,  inappropriate,  or  unwork- 
able. We  appreciate  this  opportunity  to  present  to  you  our  sugges- 
tions which  we  hope  you  will  incorporate  into  your  new  version. 

To  be  specific  and  succinct,  the  form  1099  filing  requirement 
should  not  be  amended  below  the  $600  threshold.  It  is  a  matter  of 
simple  business  expediency.  To  lower  the  threshold  would  put  enor- 
mous and  unwarranted  compliance  costs  on  small  firms. 

The  same  applies  to  any  provision  which  would  require  filing 
1099's  on  incorporated  entities.  As  a  point  of  reference,  my  firm,  a 
small  firm,  would  be  required  to  file  approximately  2,000  additional 
1099's  each  year.  We  have  discussed  and  considered  any  number 
of  limiting  criteria  and  find  them  all  to  be  both  confusing  and  im- 
practical. If  the  IRS  cannot  make  effective  use  of  the  1099's  which 
we  already  file,  how  do  they  envision  coping  with  a  veritable  bliz- 
zard of  new  forms,  perhaps  on  the  order  of  20  to  40  times  what  are 
now  filed.  Until  such  time  as  they  can  assure  us  that  they  can,  this 
new  burden  should  not  be  put  on  the  business  community. 

We  support  the  addition  of  diminished  filing  rules.  Companies 
correctly  reporting  at  least  97  percent  of  the  1099  miscellaneous 
payments  should  not  be  subject  to  penalty.  Penalties  for  failure  to 
report  substantial  payments,  those  amounts  above  97  percent, 
should  be  increased  significantly  above  the  present  $50;  frankly,  I 
believe  this  is  the  root  cause  of  much  of  the  problem  we  are  con- 
fronting today. 

An  audit  "look-back"  period  should  be  mandated  which  more  ac- 
curately reflects  the  current  operating  status  of  both  the  firm  and 
the  industry.  This  "compliance  window"  should  not  exceed  3  years 
from  the  date  of  audit  and  would  prohibit  the  IRS  from  examining 
previous  periods  unless  fraud  is  evident.  While  we  agree  that  the 
current  protection  ordered  under  Section  530  is  perhaps  unduly 
broad,  H.R.  5011  would  be  too  restrictive  and  would  allow  audit 
abuses  to  continue.  Two  provisions  should  be  added:  One,  that  the 
IRS  be  required  to  inform  the  audited  taxpayer  in  writing  within 
60  days  of  the  audit's  completion  of  a  determination  or  finding.  We 
would  mandate  that  audits  cannot  be  extended  beyond  90  days 
without  reasonable  and  specific  cause. 

Two,  it  has  been  suggested  that  only  employment  tax  audits  or 
employee  compliance  checks  be  granted  the  total  prospective  pro- 
tection currently  afforded  taxpayers  of  previous  audits.  We  would 
amend  this  language  to  include  any  taxpayer  having  received  a 
Taxpayer  Compliance  Management  Program  audit  or  TCMP.  This 
is  a  totally  comprehensive  tax  audit  which,  by  definition,  addresses 
each  and  every  line  item  on  the  taxpayer's  return,  including  em- 
ployment tax.  A  determination  of  "no  change"  in  the  employment 
tax  portion  of  this  audit  should  bear  the  same  weight  as  an  em- 
ployment tax  audit. 

We  are  deeply  concerned  about  those  firms  which  have  been  au- 
dited in  the  past  which,  through  coercion,  duress,  or  simple  fear  of 
financial  ruin  have  entered  into  closing  agreements  with  the  IRS 
wherein  they  have  "agreed"  that  their  independent  contractors 
were  in  fact  "employees."  It  would  be  unconscionable  to  fail  to  pro- 
vide some  mechanism  for  these  firms  to  redress  this  situation. 
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The  application  of  the  consistency  rule  must  be  defined  so  that 
a  narrow  and  unreasonable  interpretation  is  not  made  by  the  IRS. 
In  general,  we  agree  with  the  suggested  3-percent  de  minis  rule, 
but  this  must  be  carefully  linked,  perhaps  by  legislative  history,  to 
the  "Substantially  Similar  Positions"  clause.  We  cannot  stress  too 
much  the  importance  that  any  determination  be  made  on  the  rela- 
tionship between  the  parties  and  not  the  position,  if  other  than  a 
traditional  employee-employer  relationship  exists.  If  investment 
and  the  risk  of  profit  or  loss,  which  is  the  true  litmus  test  of  inde- 
pendence, exists,  then  the  status  of  independent  contractors  should 
not  be  challenged  regardless  of  other  true  employees  performing 
other  similar  functions. 

And  finally,  we  are  highly  critical  of  the  Internal  Revenue  Serv- 
ice's interpretation  of  the  "Long-standing,  Recognized  Practice  of  a 
Significant  Segment  of  the  Industry."  We  maintain  that  25  percent 
of  any  industry  operating  in  a  similar  fashion  is  truly  a  significant 
portion  of  that  industry  and  not  the  unofficial  position  of  the  IRS 
which  requires  approximately  80  percent. 

Congressman  Spratt,  as  chairman  of  the  subcommittee,  let  me 
again  thank  you  for  this  opportunity.  To  the  members  of  your  com- 
mittee, I  thank  you  very  much  for  returning  to  Washington  a  day 
early,  as  I  understand  it,  to  consider  what  is  truly  a  significant  and 
vexing  issue  in  my  industry  and  our  economy.  We  support  your  ef- 
forts and  wish  you  well  in  this  Congress. 

Mr.  Spratt.  Thank  you  very  much,  Mr.  Day.  I  thought  maybe 
Jet  Messenger  Service  could  make  it  in  less  than  10  minutes. 

[The  prepared  statement  of  Mr.  Day  follows:] 
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Mr.  Chairman  and  honorable  members  of  the  Subcommittee.  My  name  is  Lawrence  Day.  I 
am  testifying  on  behalf  of  the  Messenger  Courier  Association  of  the  Americas  (MCAA).  I 
am  the  Chairman  of  this  association's  Government  &  Legal  Affairs  Committee  and  an 
officer  of  the  Association. 


The  MCAA  is  the  national  trade  association  which  represents  over  8000  messenger  and 
courier  delivery  companies  in  the  United  States.  Collectively  we  represent  almost  500.000 
workers  and  12  billion  dollars  in  annual  sales.  We  represent  firms  which  operate  totally 
with  employee  drivers;  those  which  operate  exclusively  with  independent  contractors,  and; 
those  which  utilize  both  employees  and  independent  contractors. 


That  this  Subcommittee  holds  this  hearing  and  addresses  the  issue  of  Internal  Revenue 
Service  (IRS)  reclassifications  is  vitally  important  to  my  industry.  Many  of  our  members 
are  being  unjustly  taxed  and  penalized,  many  more  are  being  forced  to  alter  the  method  of 
operation  which  they  have  used  for  decades.  And,  it  is  also  the  case  that  many  firms, 
perhaps  many  more  than  we  would  like  to  believe,  are  being  forced  out  of  business  by  our 
own  government. 


We  have  carefully  read  and  reviewed  all  of  the  testimony  prepared  and  submitted  by 
previous  witnesses  and  mterested  parties  to  H.R.  5011.  No  doubt  we  could  add  our  own 
"horror  stories"  concerning  unjust  assessments,  arbitrary  and  capricious  determinations, 
forced  reclassifications  and  even  a  long  list  of  firms  no  longer  in  business  due  to  these 
draconian  audits.  But  we  do  not  believe  that  is  what  is  necessary  now.  We  do  believe  that 
this  Subcommittee  is  dedicated  towards  resolving  a  problem  which  has  vexed  not  onlv  cur 
industry,  but  many,  many  others  for  almost  two  decades.  Like  Alexander,  wc  would  like  to 
see  vour  sub-committee  cut  throush  this  Gordian  knot. 


First  and  foremo.st,  I  would  like  to  state  the  MCAA  is  committed  to  supporting  any 
legislation  which  will  allow  our  members  to  continue  to  operate  their  businesses  in  a  safe, 
legal  and  fair  yet  competitive  manner.  We  maintain  that  taxes  which  are  fair  and  uniform 
should  be  born  by  all,  and  that  the  laws  supporting  these  taxes  should  be  fairly  and 
uniformly  applied  to  all. 

In  the  102nd  Congress,  we  opposed  HR  501 1  because  a  nunil)cr  of  its'  provision  wore 
either  inadequate,  inappropriate  or  unworkable.  Today  you  lia\e  asked  us  to  come  fonvard 
with  our  suggestions,  with  fair  and  cciuitablc  solutions.  We  a|)prtciate  this  opportuiiitv  to 
present  to  you  our  suggestions  which  wc  hope  you  will  incorporate  into  your  new  version. 


53 


To  be  specific  and  succinct: 


The  Form  1099  filing  requirement  should  not  be  amended  below  the  $600.00  threshold.  It 
is  a  matter  of  simple  business  expediency  -  to  lower  the  threshold  would  put  enormous  and 
unwarranted  compliance  costs  on  small  firms  and  would  create  the  real  opportunity  for 
both  inadvertent  penalties  and  perhaps  even  loss  of  classification  at  audit. 


The  same  applies  for  any  provision  which  would  require  filing  1099's  on  incorporated 
entities.  As  a  point  of  reference,  my  firm  would  be  required  to  file  approximately  2000 
additional  1099's.  We  have  discussed  and  considered  any  number  of  limiting  criteria  and 
find  them  all  to  be  confusing,  impractical  and  an  open  invitation  of  more  penalties  and 
interest.  If  the  IRS  cannot  make  effective  use  of  the  1099s  which  we  already  file,  how  do 
they  envision  coping  with  a  veritable  blizzard  of  new  forms  -  perhaps  in  the  order  of  20  to 
40  times  that  which  are  now  filed?  Corporate  1099s  may  seem  a  panacea,  but  I  am 
convinced  that  the  IRS  is  not  capable  of  making  efficient,  effective  use  of  this  data  at  the 
present  time.  Until  such  time  as  they  can  assure  us  that  they  can,  this  new  burden  should 
not  be  put  on  the  business  community. 


We  support  the  addition  of  deminis  filing  rules.  Companies  correctly  reporting  at  least 
ninety-seven  percent  (97%)  of  the  1099  MISC  payments  should  not  be  subject  to  a  penalty 
greater  than  $50.00  per  incorrect  filing.  In  addiUon,  if  the  firm  can  prove  that  these  filing 
were  truly  inadvertent,  such  as  being  prepared  from  information  supplied  incorrectly  by  the 
recipient,  there  should  be  no  penalty  at  all. 


Penalties  for  failure  to  report  substantial  payments  -  those  amounts  above  ninety-seven 
percent  (97%)  should  be  increased  significantly.  Currently  the  penalty  for  failure  to  file  is 
$50.00  per  1099.  Frankly,  I  believe  this  is  perhaps  the  root  cause  of  much  of  the  problem 
we  confront  today.  There  is  little  or  no  incentive  for  current  IRS  audits  to  uncover  this 
infraction  -  yet  there  is  considerable  incentive  to  reclassify. 


An  audit  "look  back"  period  should  be  mandated  which  more  accurately  reflects  the 
current  operating  status  of  both  the  firm  and  the  industry.  This  "compliance  window" 
should  not  exceed  three  years  from  the  date  of  audit  and  would  prohibit  the  IRS  from 
examining  previous  periods  unless  fraud  is  evident. 
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H.R.  5011  limits  the  forward  or  prospective  protection  of  the  prior  audit  rule  to  those 
audits  conducted  specifically  for  employment  compliance.  While  we  agree  that  the  current 
protection  afforded  under  Section  530  is  perhaps  unduly  broad  and  often  creates  unfair 
and  unreasonable  safe  havens,  the  original  amendment  in  H.R.  5011  would  be  too 
restrictive  and  allow  a  new  form  of  IRS  abuse  to  develop.  Two  provisions  should  be  added: 

1/  That  the  IRS  be  required  to  inform  the  audited  taxpayer  in  writing  within  sixty  (60) 
days  of  the  audit's  completion  as  to  its'  determination  or  findings.  And  because  current 
"employment  compliance"  audits  are  open  ended  -  that  is  to  say,  you  are  specifically 
told  that  you  will  not  receive  any  notice  if  satisfactory  compliance  is  found,  the  audits 
are  truly  never  "closed".  We  would  require  that  audits  cannot  be  extended  beyond  90 
days  without  reasonable  cause. 

2/  It  has  been  suggested  that  only  employment  tax  audits  or  employee  compliance 
checks  be  granted  the  total  prospective  protection  currently  afforded  taxpayers  with 
previous  audits.  We  would  amend  this  language  to  include  any  taxpayer  having  received 
a  Taxpayer  Compliance  Management  Program  audit  (TCMP).  This  is  a  totally 
comprehensive  tax  audit  which  by  definition  addresses  each  and  every  line  item  on  the 
taxpayer's  return  -  including  employment  taxes.  A  determination  of  "no  change"  in  the 
employment  tax  portion  of  this  audit  should  bear  the  same  weight  as  an  employment 
tax  audit. 


We  are  deeply  concerned  about  those  firms  which  have  been  audited  in  the  past  which, 
through  coercion,  duress  or  simple  fear  of  financial  ruin  have  entered  into  closing 
agreements  with  the  IRS  wherein  they  have  "agreed"  that  their  independent  contractors 
were  in  fact  "employees".  It  would  be  unconscionable  to  fail  to  provide  some  mechanism 
for  these  firms  to  redress  this  situation.  I  have  personally  spoken  to  numerous  firms  which 
have  "rolled  over"  when  an  offer  of  limited  or  no  penalties  and  interest  was  the  alternative 
to  closing  their  doors. 


The  application  of  the  consistency  rule  must  be  defined  so  that  a  narrow  and  unreasonable 
interpretation  is  not  made  by  the  IRS.  In  general,  we  agree  with  the  proposed  three 
percent  (3  %)  de  minis  rule,  but  this  must  be  carefully  linked,  perhaps  by  legislative  history 
to  the  "Substantially  Similar  Positions"  clause.  We  cannot  stress  too  much  the  importance 
that  any  determination  be  made  on  the  relationship  between  the  parties  and  not  the 
position.  It  is  an  irrational  assertion,  yet  one  often  defended  by  the  IRS,  that  firms  in  our 
industry  cannot  have  both  employee  drivers  and  independent  contractor  drivers  at  the 
same  time.  If  relationship,  investment  and  the  risk  of  profit  or  loss  (the  true  litmus  test  of 
independence)  exists,  the  assertion  that  the  two  positions  cannot  coexist  is  absurd. 
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And  finally,  we  are  highly  critical  of  the  Internal  Revenue  Service's  interpretation  of  the 
"Long-Standing  Recognized  Practice  of  a  Significant  Segment  of  the  Industry."  We  find 
their  unofficial  position  of  requiring  eighty  percent  (80  %)  as  a  "significant  segment"  to  be 
totally  unreasonable  and  diametrically  opposed  to  Congress'  direction  that  a  liberal 
standard  should  be  used  when  interpreting  Section  530.  Legislative  history  must  make  clear 
to  the  Treasury  exactly  what  Congress  washes  in  this  area.  We  maintain  that  twenty-five 
percent  (25%)  of  any  industry  operating  in  a  similar  fashion  is  truly  a  significant  portion  of 
that  industry. 


Congressman  Spratt  -  as  Chairman  of  the  sub-committee  let  me  again  thank  you  for  this 
opportunity.  To  the  members  of  your  committee,  I  thank  you  for  returning  to  work  a  day 
early  to  consider  what  is  truly  a  significant  and  vexing  issue  in  my  industry  and  our 
economy.  We  support  your  efforts  and  wish  you  well  in  this  Congress. 
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Mr.  Spratt.  Mr.  McLaurin. 

Mr.  McLauren.  Is  the  time  the  same,  Mr.  Congressman?  Is  the 
time — ^what  is  the  time?  How  much  time  do  I  have? 

Mr.  Spratt.  Ten  minutes  as  well,  and  if  you  need  more  time 
than  that. 

Mr.  McLaurin.  I  will  be  through  sooner  than  that.  Computers 
are  even  faster  than  messengers. 

Mr.  Spratt.  I  thought  you  meant,  what  is  the  time  on  the  clock. 

STATEMENT  OF  DON  McLAURIN,  PRESIDENT,  COMPUTER  CON- 
SULTING GROUP,  REPRESENTING  AS  PRESIDENT,  NATIONAL 
ASSOCIATION  OF  COMPUTER  CONSULTANT  BUSINESSES 
[NACCB],  ACCOMPANIED  BY  HARVEY  J.  SHULMAN,  GENERAL 
COUNSEL 

Mr.  McLaurin.  Mr.  Chairman,  on  behalf  of  NACCB's  150  mem- 
ber companies  with  a  total  of  over  500  offices  throughout  the  coun- 
try, we  strongly  support  the  need  for  a  bill  like  5011  to  be  reintro- 
duced and  reenacted. 

You  and  I  both  know  that  there  were  more  Revolutionary  War 
battles  fought  in  our  home  State  of  South  Carolina  than  any  other 
State.  I  am  hoping  that  maybe  South  Carolina  again  can  lead  the 
battle  toward  some  tax  equity  here  because  we  have  seen  a  lot  of 
unfairness,  injustice,  and  discrimination  that  exists  under  the 
present  Internal  Revenue  Code  regulating  the  use  of  subcontrac- 
tors. We  have  seen  how  arbitrary  the  IRS  enforcement  of  these 
laws  can  be,  and  I  want  to  talk  briefly  about  the  unique  discrimi- 
natory impact  of  these  laws  on  our  particular  industry,  as  well  as 
address  a  couple  of  general  reforms  that  we  think  would  be  good. 

First,  Mr.  Chairman,  we  urge  you  to  take  strong  steps  toward 
implementing  the  conclusion  of  the  1992  House  Government  Oper- 
ations Committee  report  which  recommended  the  repeal  of  section 
1706  of  the  1986  Tax  Reform  Act.  H.R.  5011  also  included  repeal 
of  section  1706  and  as  the  House  committee  report  found,  section 
1706  is  an  employment  tax  that  discriminates  solely  against  tech- 
nical services,  firms  in  the  technical  services  industry.  It  makes  our 
industry  the  only  industry  in  the  United  States  that  does  not  have 
a  safe  harbor  employment  test  as  an  alternative  to  the  vague  and 
unpredictable  common  law  test. 

Mr.  Chairman,  we  think  that  no  taxpayer  and  certainly  no  indus- 
try should  be  singled  out  for  this  type  of  discrimination.  In  testi- 
mony in  1992,  our  organization  and  many  other  groups  and  Mem- 
bers of  Congress  provided  detailed  reasons  for  the  repeal  of  section 
1706.  We  believe  that  now  is  the  time  for  iustice  and  for  the  repeal 
of  this  unfair  law;  and  by  the  way,  I  heard  nothing  in  the  Treasury 
Department's  testimony  that  would  contradict  that. 

Second,  Mr.  Chairman,  we  commend  the  approach  of  H.R.  5011 
that  would  bring  some  fairness  and  logic  to  the  current  laws.  As 
it  now  stands,  those  laws  are  paradoxical  and  contrary  to  common 
sense.  Unfortunately,  Congress  has  yet  to  come  up  with  something 
better  than  the  common  law  test,  and  until  Congress  does,  all  com- 
panies need  some  sort  of  safe  harbor,  like  Section  530.  Yet  the  IRS 
has  attempted  to  misinterpret  Section  530  to  make  it  almost  use- 
less. 
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H.R.  5011  would  clarify  that  section  and  make  it  more  useful  to 
taxpayers.  It  would  also  put  Section  530  permanently  into  the  In- 
ternal Revenue  Code.  We  support  these  goals. 

In  addition,  H.R.  50irs  approach  would  focus  the  IRS  enforce- 
ment where  we  believe  the  real  problem  exists,  and  that  is  the  non- 
reporting  of  income,  not  worker  classification. 

Mr.  Sisisky  stole  some  of  my  thunder  on  that  and  saved  us  some 
time,  but  he  said  it  very  eloquently.  The  situation  now  is  where 
honest  companies  who  report  their  payment  end  up  with  draconian 
punishments,  whereas  tax  reporting  cneats  get  a  slap  on  the  wrist. 
We  simply  don't  think  this  is  fair. 

Mr.  Chairman,  the  effects  of  the  paradox  that  we  have  here  go 
far  beyond  tax  fairness.  The  current  laws  as  enforced  by  the  IRS 
are  destroying  self-employment  opportunities  for  honest,  independ- 
ent contractors.  I  know  many  businesses  which  are  simply  not 
using  independent  contractors  even  if  they  think  they  are  valid. 

I  personally  have  had  a  situation  recently  where  a  client  had  a 
problem  that  needed  fixing,  having  to  do  with  a  software  system. 
The  only  individual  that  we  could  find  that  had  the  necessary  tal- 
ent refused  to  work  other  than  as  an  independent  contractor.  By 
the  way,  this  situation  is  not  always  driven  by  the  person  on  the 
hiring  side.  It  is  many  times  driven  by  the  worker  who  wants  to 
be  an  independent  contractor. 

Mr.  Spratt.  What  advantage  does  he  have  to  be  an  independent 
contractor? 

Mr.  McLaurin.  I  am  sure  there  are  many.  If  you  talk  to  10,  you 
may  get  10  different  reasons.  They  boil  down  to,  as  I  see  it  in  our 
industry,  a  lot  of  people  simply  want  to  be  independent  business 
people.  They  simply  want  to  work  for  themselves.  They  don't  want 
to  be  directed  by  somebody  like  me;  they  want  to  do  their  own 
thing.  I  think  it  is  a  freedom  issue. 

I  hear  a  lot  of  other  issues,  but  the  people  I  talk  to  simply  want 
to  do  what  they  want  to  do  when  they  want  to  do  it,  how  they  want 
to  do  it — as  simple  as  that.  Now,  I  think  a  lot  of  them  don't  want 
benefits.  That  may  sound  funny,  but  there  are  a  lot  of  people  who 
would  prefer  to  get  the  money  and  spend  the  money  as  they  see 
fit.  Maybe  they  buy  insurance,  maybe  they  don't  buy  insurance. 
They  feel  like  it  is  their  money,  and  they  will  do  what  they  want 
to  with  it.  But  that  is  the  reason. 

But  to  continue  my  tale,  our  company  has  taken  the  stance  that 
we  simply  will  not  work  with  people  who  want  to  be  independent 
contractors,  not  because  we  think  it  is  wrong,  but  because  we  don't 
want  an  IRS  audit.  And  so,  in  this  case,  we  refused  to  solve  this 
customer's  problem. 

.  Now,  what  I  don't  understand  is,  here  is  an  individual  who  didn't 
get  this  job,  a  client  who  is  a  major  industry  in  our  part  of  the 
world  who  didn't  get  their  problem  solved,  or  if  they  did,  it  wasn't 
on  a  timely  basis,  and  my  company  lost  the  potential  revenue. 
Somehow,  Mr.  Chairman,  the  IRS  tells  me  that  is  a  win. 

Now,  I  simply  can't  fathom  it.  To  go  on 

Mr.  Spratt.  Did  you  consider  getting  a  private  letter  ruling  in 
this  case? 

Mr.  McLaurin.  There  is  not  time.  There  is  simply  not  time.  By 
the  time  we  got  the  individual  to  apply  for  that,  we  filled  out  the 
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paperwork  we  would  have  to  fill — ^by  the  way,  the  client  has  to  fill 
out  some  paperwork.  When  vou  are  doing  business,  your  clients 
don't  take  it  kindly  if  you  ask  them  to  get  involved  with  the  IRS. 

I  don't  mean  anything  about  the  IRS,  out  that  is  just  something 
you  don't  usually  do,  and  even  if  you  did  and  if  they  did,  so  every- 
body gets  all  this  paperwork  filled  out,  they  submit  it.  We  have  on 
one  or  two  occasions  had  people  who  wanted  to  work  for  us  as  inde- 
pendents try  that.  And  the  problem  is  it  could  take  from  weeks  to 
months  to  get  an  answer  back. 

Now,  in  the  data  processing  world  when  problems  come  up,  they 
need  to  be  fixed  fast.  And  many  times  that  just  won't  work.  This 
person  who  needs  the  work  has  gone  on  and  is  doing  something 
else,  and  so  it  just  is  not  practical.  It  sounded  like  it  was;  but  I 
will  just  tell  you,  when  you  are  out  there  trying  to  run  a  business, 
that  doesn't  work;  it  just  doesn't  work.  And  as  I  said,  nobody  wants 
an  IRS  audit,  so  an  awful  lot  of  people  in  our  industry  simply  quit 
using  independent  consultants. 

We  have  had  a  number  of  companies  who  have  been  audited  and 
who  have  won  audits,  meaning  that  none  of  their  consultants  were 
reclassified.  And  that  is  called  a  win.  But  their  legal  fees  were  any- 
where fi-om  $20,000  to  $150,000,  and  they  spent  close  to  a  year  to- 
tally preoccupied  with  fighting  this  issue,  rather  than  running 
their  businesses.  Again,  we  don't  feel  like  that  is  winning.  I  think 
Mr.  Shulman  and  some  other  attorneys  who  fight  these  kinds  of 
cases  win,  but  our  clients  and  our  members  don't  win. 

And  so,  Mr.  Chairman,  in  conclusion,  I  would  simply  say  that, 
frankly,  the  current  laws  are  a  mess.  They  are  discriminatory,  they 
are  unfair,  and  they  are  illogical.  They  are  helping  to  destroy  hon- 
est business  people  and  the  opportunity  for  self-employment  and 
entrepreneurship,  I  believe  is  what  has  been  driving  our  economic 
engine  for  a  long  time. 

We  need  a  bill  like  5011.  And,  Mr,  Chairman,  we  need  your  help 
to  champion  this  approach.  Thank  you. 

Mr.  Spratt.  Thank  you,  Mr.  McLaurin. 

[The  prepared  statement  of  Mr.  McLaurin  follows:! 
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Mr.  Chairman,  I  am  Don  McLaurin,  the  President  of  the  National 
Association  of  Computer  Consultant  Businesses  and  the  president  and 
owner  of  Computer  Consulting  Group,  Inc.  of  Columbia,  South  Carolina. 
I  am  accompanied  by  NACCB's  general  counsel,  Harvey  Shulman,  a 
partner  with  Ginsburg,  Feldman  &  Bress,  in  Washington,  D.C.  On 
behalf  of  NACCB's  150  member  companies,  with  a  total  of  over  500 
offices  throughout  the  United  States,  we  strongly  support  the  need 
for  a  bill  like  H.R.  5011  to  be  re- introduced  and  enacted. 

Our  member  firms  provide  highly- skilled  computer  and  engineering 
professionals  to  clients  in  need  of  temporary  technical  support. 
These  professionals  are  either  employees  of  our  member  firms  or,  in 
appropriate  cases,  subcontractors. 

We  have  seen  the  unfairness,  injustice  and  discrimination  that 
exists  under  the  present  Internal  Revenue  Code  laws  that  regulate  the 
use  of  subcontractors  -  -  which  I  will  also  refer  to  as  independent 
contractors  or  computer  consultants.  We  have  also  seen  how  arbitrary 
the  IRS  can  be  in  enforcing  these  laws.  I  want  to  talk  briefly  about 
the  unique  discriminatory  impact  of  these  laws  on  the  technical 
services  industry,  and  then  in  more  detail  about  the  need  for  general 
reforms  that  would  apply  to  all  industries  including  ours. 

First,  Mr.  Chairman,  we  urge  you  to  take  strong  steps  towards 
implementing  the  conclusion  in  the  November  1992  House  Government 
Operations  Committee  report  which  recommended  repeal  of  Section  1706 
of  the  1986  Tax  Reform  Act.  H.R.  5011  also  included  repeal  of 
Section  1706.  As  the  House  Government  Operations  Committee  report 
found.  Section  1706  is  an  employment  tax  law  that  discriminates 
SOLELY  against  firms  in  the  technical  services  industry;  Section  1706 
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makes  us  the  ONLY  INDUSTRY  IN  THE  UNITED  STATES  that  does  not  have 
some  back-up  safe  harbor  employment  test  as  an  alternative  to  the 
vague  and  unpredictable  common  law  employment  test.  No  taxpayer 
should  ever  be  placed  in  that  type  of  discriminatory  situation.  In 
testimony  on  July  23,  1992,  NACCB  and  many  other  groups  and  members 
of  Congress  provided  detailed  reasons  for  the  repeal  of  Section  1706; 
I  will  not  repeat  those  reasons  here,  and  we  believe  that  now  is  the 
time  for  moving  ahead  with  repeal  of  that  unfair  law. 

Second,  Mr.  Chairman,  we  commend  the  approach  in  H.R.  5011  that 
would  bring  some  fairness  and  logic  to  the  current  employment  tax 
laws.  As  it  now  stands,  these  laws  are  paradoxical  and  contrary  to 
common  sense.  Please  let  me  explain  why  this  is  so,  and  how  H.R. 
5011 's  approach  would  change  that  by  doing  two  important  things: 
clarifying  and  making  permanent  Section  530  of  the  1978  Revenue  Act 
and  changing  the  current  back  tax  and  penalty  structure  where 
independent  contractors  are  used. 

We  must  remember  that  the  IRS  primarily  uses  the  standard  common 
law  employment  test  to  determine  if  a  worker  is  an  employee  or  an 
independent  contractor.  This  test  has  been  soundly  criticized  by 
virtually  everyone  --  including  IRS  and  Treasury  Department  officials 
--  as  too  vague  and  unpredictable.  And  it  was  for  this  very  reason 
that  in  1978  Congress  passed  Section  530  of  the  Revenue  Act  as  a 
"temporary  measure".  In  brief.  Section  530  states  that  a  company  can 
treat  a  worker  as  an  independent  contractor  if  the  company  has  some 
"reasonable  basis"  for  doing  so. 

Unfortunately,  Congress  has  yet  to  come  up  with  something  better 
than  the  common  law  employment  test  to  distinguish  between  employees 
and  independent  contractors.  Until  Congress  does  so,  all  companies 
need  some  sort  of  back-up  employment  tax  safe  harbor  like  Section 
530.  Yet,  as  NACCB' s  written  testimony  explains  in  detail,  the  IRS 
has  attempted  to  misinterpret  Section  530  and  make  it  almost  useless. 
H.R.  5011  would  clarify  Section  530  and  make  it  more  useful  to 
taxpayers,  and  it  would  also  put  Section  530  permanently  into  the 
Internal  Revenue  Code.  We  support  these  goals,  with  the  changes 
proposed  in  our  written  testimony. 

In  addition  to  making  Section  530  more  useful,  H.R.  5011's 
approach  would  focus  IRS  enforcement  on  where  the  real  problem  lies: 
non- reporting  of  income,  not  worker  classification  as  an  independent 
contractor.   Let  me  give  you  a  real  example  Mr.  Chairman. 

Under  the  current  IRS  law,  suppose  a  very  small  technical 
services  firm  -  -  or  a  firm  in  any  industry  --  were  to  subcontract 
work  to  15  or  16  consultants  each  year.  Suppose  each  consultant 
earned  about  $57,000  from  that  firm  and  the  firm  issued  Form  1099  to 
each  consultant  and  filed  such  form  with  the  IRS.  If  the  IRS  were  to 
reclassify  these  consultants  as  employees  of  the  firm,  then  the  IRS 
would  try  to  collect  about  $6,000  in  back  taxes,  penalties  and 
interest  for  each  consultant  -  -  even  if  the  worker  already  paid  all 
of  his  or  her  employment  and  income  taxes  in  full!  Not  only  would  a 
$100,000  back  tax  assessment  be  devastating  to  the  firm,  but  it  would 


61 


be  grossly  unfair  when  all  of  the  taxes  have  been  paid!  The 
government  is  truly  "double-dipping".  Imagine  how  even  larger  firms 
could  face  similarly  unjust  multi-million  dollar  IRS  assessments  if 
they  have  larger  numbers  of  consultants.  Does  Congress  really  think 
that  this  is  "tax  fairness"? 

On  the  other  hand,  suppose  that  the  IRS  believed  that  a  firm  was 
properly  treating  its  workers  as  independent  contractors,  but  the  IRS 
discovered  that  the  firm  did  not  issue  Form  1099  to  many  workers. 
Government  studies  repeatedly  show  that  when  Form  1099  is  not  issued, 
then  compensation  cannot  be  tracked  by  the  IRS  and  taxes  are 
frequently  not  paid  by  the  worker.  Yet  under  current  law,  the  IRS 
would  typically  be  limited  to  imposing  only  a  $50  penalty  for  each 
Form  1099  that  was  not  issued  --  even  though  perhaps  tens  of 
thousands  of  dollars  of  tax  revenues  have  been  lost  due  to  the  non- 
issuance  of  that  form. 

Do  these  two  situations  really  make  sense?  Should  we  allow 
hundreds  of  thousands  of  dollars  of  back  tax  assessments  to  be 
imposed  against  a  business  which  reports  compensation  on  Form  1099 
and  which  thus  allows  the  government  to  trace  and  collect  taxes, 
whereas  we  would  penalize  the  non- reporting  business  with  a  fine  of 
only  a  few  hundred  dollars? 

Mr.  Chairman,  the  effects  of  this  paradox  under  the  current  laws 
go  far  beyond  tax  fairness  to  the  companies  involved.  The  current 
laws,  as  enforced  by  the  IRS,  are  essentially  destroying  self- 
employment  opportunities  for  honest  independent  contractors.  I  know 
many,  many  businesses  in  my  own  industry  and  elsewhere  which  are 
taking  the  most  conservative  approach  possible  of  not  using  any 
independent  contractors,  even  if  they  think  that  they  are  valid. 
These  businesses  have  no  desire  to  attract  an  IRS  audit,  because  even 
if  you  win  an  audit,  you  lose.  Even  within  NACCB,  we  have  many 
members  who  --  with  the  assistance  of  Mr.  Shulman  --  "won"  audits 
where  no  computer  consultants  were  reclassified  as  employees  by  the 
IRS,  but  these  members  paid  anywhere  from  $20,000  to  $150,000  in 
legal  fees  --  is  this  really  "winning"? 

Mr.  Chairman,  the  current  employment  tax  laws  are  a  mess.  They 
are  discriminatory  against  one  industry.  Their  back  tax  and  penalty 
structure  is  unfair  and  illogical  to  honest  taxpayers  in  all 
industries.  And  they  are  helping  to  destroy  honest  businesspeople 
and,  perhaps  more  importantly,  the  opportunities  for  self -employment 
and  entrepreneurship  that  have  driven  the  economic  engine  in  this 
country  for  so  long.  We  need  a  bill  like  H.R.  5011.  And  we  need 
your  help  to  champion  this  approach  to  solving  the  current  problems. 
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On  behalf  of  the  National  Association  of  Computer  Consultant 
Businesses  ("NACCB"),  we  are  pleased  to  present  testimony  that  is 
further  compelling  evidence  of  the  need  for  Congress  to  enact  a  bill 
like  H.R.  5011,  which  was  introduced  in  1992.  We  hope  that  our 
comments  will  lead  to  the  introduction  and  passage  of  such 
legislation  this  year.  We  especially  urge  that,  as  with  H.R.  5011, 
any  re-draft  of  this  bill  should  include  repeal  of  Section  1706  of 
the  1986  Tax  Reform  Act. 

NACCB  has  about  150  member  companies  --  which  are  technical 
services  firms  --  with  a  total  of  over  500  offices  throughout  the 
United  States.  Our  members  provide  highly-skilled  computer  and 
engineering  professionals  to  clients  in  need  of  temporary  technical 
support.  These  professionals  are  either  employees  of  our  member 
firms  or,  in  appropriate  cases,  subcontractors. 

In  1992  NACCB  presented  testimony  on  July  23  before  the  House 
Ways  &  Means  Subcommittee  on  Select  Revenue  Measures  at  its  hearings 
on  "Misclassif ication  of  Employees  and  Independent  Contractors  for 
Federal  Income  Tax  Purposes."  That  testimony  focused  on  H.R.  5011  -- 
including,  but  not  limited  to,  the  repeal  of  Section  1706  --  and,  for 
that  reason,  we  are  attaching  a  copy  of  that  testimony  to  this 
testimony. 

Since  last  year's  Ways  &  Means  Subcommittee  hearings,  we 
understand  that  the  staff  of  this  Subcommittee  has  been  carefully 
analyzing  comments  received  on  H.R.  5011  and  that  it  has  raised 
several  questions  about  possible  changes  in  H.R.  5011  which  it  would 
like  witnesses  at  this  hearing  to  answer.  Accordingly,  in  addition 
to  reaffirming  our  1992  testimony,  we  hereby  respond  to  the  staff's 
questions . 

Questions  Regarding  Statutory  Amendments. 

1.  Form  1099  Filing  Requirement.  The  Form  1099  reporting 
requirement  threshold  should  not  be  reduced  to  $100  for  reasons 
stated  in  our  July  1992  testimony. 

2.  Increase  $600  Form  1099  Requirement  to  $1,000.  The  Form  1099 
filing  requirement  should  be  increased  to  at  least  $1,200,  which  is 
$200  more  than  proposed  by  the  staff.  The  $600  amount  currently  in 
the  Internal  Revenue  Code  ("IRC")  is  many  years  old  and  it  should  be 
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adjusted  upwards.  A  modest  "doubling"  of  the  reporting  threshold 
should  have  a  minimal,  if  any,  impact  on  compliance. 

3 .  Reinstate  Current  Rules  to  Assess  Reduced  Penalties  for  Corrected 
Forms  1099.  Firms  must  have  the  incentive  of  reduced  penalties  in 
cases  where  they  have  failed  to  issue  Forms  1099  or  have  issued 
incorrect  Forms  1099.  We  strongly  support  treating  such  corrected 
errors  as  "inconsequential"  omissions  for  purposes  of  the  penalty 
level  and  the  3  per  cent  de  minimis  rule  proposed  in  H.R.  5011.  Our 
July  1992  testimony  offers  important  detail  about  this  matter. 

4.  IRS  Ongoing  Penalty  Waiver  Authority.  We  support  granting  the 
IRS  authority  to  waive  failure  to  file  penalties  where  mistakes  do 
not  merit  severe  punishment. 

5.  Requiring  IRS  to  Review  Regulations  on  Incorrectly  Piled  Forms 
1099.  We  do  not  believe  that  this  proposal  goes  far  enough.  As 
stated  in  our  July  1992  testimony,  the  IRS  treats  as  a 
"consequential"  error  mistakes  on  Forms  1099  such  as  a  transposed 
street  address  (e.g.,  147  Smith  Street,  instead  of  174  Smith  Street) 
or  a  misspelled  last  name  (e.g.,  Maria  Schwartzman  instead  of  Maria 
Schwarzman) .  While  imposition  of  the  current  $50  non- filing  penalty 
might  be  appropriate  for  such  types  of  errors,  it  would  be  draconian 
to  impose  penalties  in  the  amounts  set  forth  in  H.R.  5011  for  these 
types  of  errors.  Although  any  legislation  should  require  the  IRS  to 
review  its  current  regulations  on  which  errors  are  "inconsequential", 
we  believe  that  the  legislative  history  must  give  certain  clear 
examples  --  specifically,  like  the  ones  just  mentioned  --  where  the 
errors  would  have  to  be  considered  "inconsequential". 

6.  Large  Company  Exemption  from  Information  Reporting  Requirement  of 
Service  Payments.  We  assume  that  this  issue  relates  to  the  reporting 
of  service  payments  to  corporations,  since  under  current  law  there  is 
no  large  company  exemption  for  service  payments  to  non- corporations . 
If  this  proposed  exemption  relates  to  the  size  of  the  recipient  of 
the  payment,  i.e.,  payments  to  IBM  or  AT&T  would  be  exempt  from  the 
reporting  requirement,  we  would  not  oppose  this  exemption  if  there 
were  sufficient  facts  developed  to  demonstrate  that  large 
corporations  which  receive  service  payments  accurately  account  for, 
include  as  income,  and  pay  taxes  on  such  payments,  and  that  the 
exemption  does  not  unfairly  hurt  small  firms.  On  the  one  hand,  this 
exemption  would  eliminate  administrative  paperwork  for  small  firms 
which  receive  services  from  such  large  corporations  and  which  would, 
absent  the  exemption,  have  to  issue  Forms  1099  to  such  corporations. 
We  must  be  careful,  however,  before  adopting  such  an  exemption,  to 
assure  that  it  does  not  thereby  encourage  service  recipients  (whether 
small  or  large)  to  do  business  only  or  mostly  with  large  firms  so  as 
to  avoid  issuing  Forms  1099;  tnat  would  seriously  harm  small 
incorporated  businesses  which  provide  services. 

If  this  issue  does  not  relate  to  the  issue  of  payments  to 
corporations,  but  instead  relates  to  whether  taxpayers  of  certain 
sizes  must  issue  Forms  1099  --  regardless  of  whether  the  payee- 
service  provider  is  a  large  or  small  firm  --  then  we  do  not  believe 
that  there  should  be  a  blanket  exemption  for  large  firms  from  such 
Form  1099  reporting  requirements.  To  the  contrary,  we  believe  it 
would  be  better  to  first  impose  reporting  requirements  on  large  firms 
--  to  be  followed  in  the  next  year  by  imposition  of  such  reporting 
requirements  on  small  firms.  Large  firms  are  certainly  better  able 
to  nandle  such  reporting  requirements  through  computerized  operations 
that  they  are  using  to  meet  current  reporting  laws. 
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7.  Past  Employment  Tax  Audit  Exception  to  Prospective  Limitation  on 
Prior  Audit  Rule.  A  new  H.R.  5011  should  not  limit  Section  530's 
prior  audit  -  rule  protection  to  audits  conducted  "solely"  for 
employment  tax  purposes.  There  are  many  audits  which  are 
specifically  dual  audits  --  the  taxpayer  receives  a  written  notice 
that  the  IRS  is  conducting  both  an  income  tax  audit  and  an  employment 
tax  audit.  It  is  illogical,  when  the  IRS  specifically  undertakes  an 
employment  tax  audit  in  this  type  of  context,  to  distinguish  this 
dual  audit  from  another  audit  in  which  only  an  employment  tax  audit 
is  being  conducted. 

We  agree,  however,  with  the  suggestion  made  later  on  by  the 
staff  --  in  question  9  --  that  the  term  "employment  tax  audit"  must 
be  defined  by  Congress  to  prevent  the  IRS  from  conducting  such  an 
audit  and  then  declining  to  consider  it  as  an  "employment  tax  audit". 
We  have  seen  this  happen  in  a  number  of  instances  and  it  must  be 
prevented  by  statute.  We  also  believe  that  the  IRS  must  be  required 
to  issue  written  findings  in  all  "employment  tax  audits",  even  if 
such  findings  amount  to  a  simple  one  sentence  statement  "No  change  as 
to  independent  contractor  classification" .  This  requirement  must  be 
imposed  whenever  the  IRS  specifically  undertakes  an  employment  tax 
audit,  either  alone  or  with  an  income  tax  or  other  audit.  Without 
such  a  requirement,  the  IRS  could  easily  circumvent  the  prior  audit 
protection. 

We  disagree  that  the  IRS  should  be  given  blanket  authority  to 
"revoke"  a  favorable  employment  tax  audit  finding.  Perhaps  if  such 
revocation  were  specifically  tied  to  a  change  in  the  law  --  e.g.,  a 
new  statute,  regulation  or  court  decision  that  is  of  uniform  national 
applicability  and  would  be  binding  upon  the  taxpayer  absent  Section 
530  prior  audit  protection  --  then  Congress  could  consider  whether  a 
favorable  prior  employment  tax  audit  finding  should  be  revocable  by 
the  IRS.  The  current  suggestion  is  simply  far  too  expansive  and 
would  permit  the  IRS  to  revoke  prior  audit  findings  with  little 
justification,  even  if  the  taxpayer  had  come  to  rely  significantly  on 
the  finding  in  its  operations. 

8.  Defining  "Taxpayer".  We  have  no  objection  to  including  "public 
sector  entities"  as  taxpayers  covered  by  Section  530. 

9.  Defining  "Employment  Tax  Examination".  As  stated  above  in  our 
answer  to  question  7,  Congress  must  define  "employment  tax 
examination"  so  that  the  IRS  does  not  continue  to  effectively  conduct 
such  examinations  while  disclaiming  their  occurrence. 

10.  Provide  a  Limit  on  Application  of  Section  530  Consistency  Rule. 

We  strongly  support  the  suggestion  that  "consistency"  of  worker 
treatment  should  not  be  interpreted  in  the  manner  currently  used  by 
the  IRS;  such  an  interpretation  is  not  consistent  with  Congress's 
requirement  that  the  IRS  apply  Section  530  liberally.  Arguably, 
Congress  could  simply  explain,  in  codifying  Section  530  in  a  new 
bill,  that  "consistency"  does  not  require  that  100%  of  all  workers 
must  have  been  treated  as  independent  contractors  up  until  the 
present  day  from  the  later  of  the  time  that  a  taxpayer's  business 
initially  began  to  operate  or  1978  (when  Section  530  was  enacted) ; 
this  legislative  interpretation  would  bind  the  IRS.  However,  to 
avoid  the  chance  for  the  IRS  to  defeat  this  interpretation,  we 
support  a  de  minimis  exception  as  part  of  the  statutory  text,  e.g., 
3  percent  of  the  workers  in  the  past  5  years  who  were  treated  as 
employees  (as  opposed  to  independent  contractors)  should  not  be 
considered  evidence  of  inconsistent  treatment. 
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11.  Providing  De  Minimis  Rule  for  Form  1099  Prerequisite  for  Section 
530  Protection.  We  do  not  believe  that  under  the  current  version  of 
Section  530, -the  failure  to  file  a  single  Form  1099  (or  a  small 
number  of  such  forms)  would  deprive  the  taxpayer  of  all  Section  530 
protection;  rather,  protection  would  be  lost  only  for  the  workers  for 
whom  such  forms  were  not  filed.  This  same  rule  should  be  carried 
over  to  the  revised  version  of  H.R.  5011.  If  it  is  proposed  that  in 
any  new  version  of  H.R.  5011  Section  530  protection  is  to  be 
completely  lost  where  a  taxpayer  fails  to  file  Form  1099  for  all  but 
a  de  minimis  number  of  its  workers,  then  we  believe  that  the  de 
minimis  number  should  be  at  least  3  per  cent  of  the  number  of  workers 
or  3  per  cent  of  compensation,  whichever  is  more  favorable.  For 
example,  a  taxpayer  which  issued  100  1099s  totalling  one  million 
dollars  should  not  be  denied  Section  530  relief  because  it  failed  to 
issue  4  more  1099s  to  2  plumbers  and  2  electricians  where  the  total 
payments  to  those  4  workers  totalled  only  $10,000  (i.e.,  one  percent 
of  total  1099  compensation) ;  relief  should  be  lost  for  only  those  4 
workers.  Likewise,  Section  530  relief  should  not  be  completely  lost 
where  a  taxpayer  issued  100  1099s  totalling  one  million  dollars,  but 
failed  to  issue  1  other  1099  (i.e.,  one  percent  of  total  1099 
workers)  to  a  management  consultant  who  earned  $50,000);  relief 
should  be  lost  for  only  that  one  management  consultant. 

12.  Providing  an  Alternative  Basis  for  Classifications.  Although  we 
support  the  general  concept  of  reclassifying  egregious  examples  of 
non- compliant  workers  who  fail  to  report  income,  more  study  of  this 
issue  should  be  done  before  it  is  included  in  a  new  version  of  H.R. 
5011.  For  example,  although  it  is  suggested  that  non-compliant 
workers  must  be  in  the  bottom  20  percent  of  independent  contractors, 
if  the  bottom  20  per  cent  nonetheless  reaches  worlcers  with  compliance 
rates  above  90  per  cent,  we  have  serious  doubts  that  there  should  be 
automatic  reclassification  of  an  entire  working  class.  Similarly,  it 
is  important  to  specify  guidelines  for  the  IRS  to  delineate  grouping 
of  employees;  for  example,  construction  workers  may  be  too  broad  a 
classification,  but  should  carpenters  engaged  in  "framing"  be 
separated  from  carpenters  engaged  in  "interior  finishing"  "work? 
These  and  other  questions  must  be  clarified  before  the  suggestion  in 
the  staff  paper  is  adopted. 

13 .  Providing  Ongoing  Penalty  Waiver  Provision  for  Future 
Misclassif ications.  We  believe  that  the  current  IRS  authority  to 
waive  penalties  should  not  be  terminated.  However,  we  are  very 
concerned  that  the  IRS  currently  coerces  taxpayers  to  convert  workers 
to  employee  status  by  using  this  tax/penalty  waiver  provision. 

14.  Amnesty  Tracing.  We  would  support  a  provision  requiring  the  IRS 
to  trace  compliance  by  taxpayers  who  have  been  granted  "amnesty". 

15.  Amend  Confidentiality  Provisions  to  Permit  Telephone 
Verification.  We  agree  that  taxpayers  should  be  able  to  verify  the 
TIN  numbers  of  self-employed  workers  without  raising  confidentiality 
concerns.   The  IRC  should  be  amended  to  allow  this  result. 

16.  Require  IRS  to  Devote  Resources  to  Telephone  Verification.   We 

suggest  that  the  Ways  &  Means  Committee  should  coordinate  with  the 
Appropriations  Committee  on  the  allocation  of  IRS  resources. 

17.  Possible  Penalty  Increase  Error.  We  agree  that  there  appears  to 
be  a  drafting  error  in  H.R.  5011  that  should  be  corrected  in  order  to 
assure  that  other  penalties  have  not  been  inadvertently  increased. 

18.  Correct  Section  530  References.  H.R.  5011  contains  drafting 
errors  in  that  Section  530(c) ,  referred  to  on  page  9  of  the  original 
bill,  should  be  Section  530(d). 
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Questions  Regardincr  Legislative  History 

1.  Application  of  Section  530  to  Public  Sector.  As  stated  in  the 
answer  to  question  8  above,  either  a  statutory  definition  or 
legislative  history  would  suffice  to  include  "public  sector  entities" 
among  those  taxpayers  entitled  to  Section  530  relief. 

2.  Interpretation  of  "Substantially  Similar  Positions."  We  strongly 
agree  that  codification  of  Section  530  must  include  legislative 
history  that  makes  clear  that  the  interpretation  of  the  term 
"substantially  similar  position"  requires  consideration  of  the  terms 
and  conditions  of  the  relationship,  and  that  little  if  any  weight 
should  be  given  to  the  type  of  work  done  by  workers.  As  the  staff 
notes  in  its  comments,  "a  carpenter  who  works  full  time  and  is  under 
the  full  control  of  a  payor  is  not  in  a  similar  position  to  a 
carpenter  who  comes  to  work  on  a  project  for  one  or  two  days."  This 
is  also  true  in  the  computer  industry  where  full-time  staff 
programmers  are  clearly  in  different  positions  from  consultants  who 
come  in  to  do  programming  on  a  particular  project  under  different 
terms  and  conditions.  The  legislative  history  should  also  cite  the 
case  of  Lambert's  Nursery  &  Landscaping.  Inc.  v.  U.S..  894  F.2d  154 
(5th  Cir.  1990)  ,  wherein  the  court  stated  that  there  is  "no  authority 
to  support  [the]  assertion  that  the  type  of  work  done,  rather  than 
the  structure  of  the  relationship  between  the  taxpayer  and  his 
workers,  should  be  the  preeminent  interpretive  factor"  in  the 
consistency  standard. 

3.  Interpreting  "Long -Standing  Recognized  Practice  of  a  Significant 
Segment  of  the  Industry."  The  staff  correctly  notes  that  the  IRS 
often  takes  the  most  narrow  and  unfavorable  view  of  when  a  taxpayer 
can  show  that  independent  contractor  are  used  as  part  of  a  "long- 
standing recognized  practice  of  a  significant  segment  of  the 
industry" .  The  codification  of  Section  530  must  include  legislative 
history  to  the  following  effect:  (1)  The  history  must  define 
"significant  segment  of  the  industry"  as  including  less  than  a 
dominant  segment  of  the  industry,  contrary  to  IRS  assertions  that 
over  50%  of  the  industry  must  operate  in  this  manner,  see,  e.g., 
REAG.  Inc.  v.  U.S..  92-2  USTC  ^50,475  (W.D.  Okla.  1991)  (15  firms 
used  independent  contractors  out  of  possible  total  of  84  firms,  and 
this  was  a  "significant  segment  of  the  industry");  (2)  The  history 
must  allow  a  taxpayer  to  identify  whether  it  relied  upon  a  local, 
regional,  national  or  some  other  geographic  area  (e.g.,  firms  in 
rural  areas)  to  demonstrate  industry  practice  (and  not  be  limited  to 
IRS  insistence  that  only  local  practice  may  be  considered);  (3)  The 
history  must  recognize  practices  as  "long-standing"  even  if  they  are 
only  a  few  years  old  where  the  industry  itself  is  relatively  new 
(e.g.,  cellular  telephone  installation);  and  (4)  The  history  snould 
specifically  disapprove  of  the  IRS  requirement  that  a  taxpayer  "turn 
in"  the  names  of  its  competitors  which  use  independent  contractors  in 
order  for  the  taxpayer  to  obtain  "industry  practice"  relief. 

Closing  Comments. 

NACCB  supports  revisions  of  H.R.  5011  in  accordance  with  the 
above  specific  recommendations.  In  our  oral  testimony,  and  in  our 
July  23,  1992  testimony  before  the  House  Ways  &  Means  Committee,  we 
have  provided  additional  policy  and  legal  justifications  for  our 
recommendations,  as  well  as  more  detailed  technical  comments.  What 
is  most  important,  however,  is  that  Congress  take  action  as  soon  as 
possible  on  a  bill  like  H.R.  5011  so  that  there  is  clarification  of 
and  fairness  in  the  rules  governing  the  use  of  independent 
contractors . 
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Mr.  Spratt.  Ms.  Sumner. 

STATEMENT  OF  SALLY  M.  SUMNER,  R.N.,  C.C.R.N.,  ON  BEHALF 
OF  THE  AMERICAN  NURSES  ASSOCL\.TION 

Ms.  Sumner.  Good  morning.  Mr.  Chairman,  thank  you  for  the 
opportunity  to  testify  today.  I  am  Sally  Sumner,  a  member  of  the 
American  Nurses  Association,  and  the  Pennsylvania  Nurses  Asso- 
ciation. 

The  Employment  Tax  Improvement  Act,  which  was  H.R.  5011  in 
the  102d  Congress,  is  extremely  relevant  to  registered  nurses  who 
work  as  independent  contractors.  Health  care  delivery  will  be 
changed  with  health  care  reform.  Acute  care  hospitals  will  restruc- 
ture to  facilitate  community-based  care.  Use  of  all  health  care  pro- 
fessionals to  provide  cost-effective  services  will  increase  opportuni- 
ties for  nurses,  while  increasing  access  to  care.  However,  regulatory 
barriers  must  be  removed,  including  IRS  regulations. 

ANA  believes  that  the  provisions  in  H.R.  5011  will  assist  in  the 
promotion  of  nurse  entrepreneurs  and  competition  in  the  health 
marketplace  and  will  increase  access  to  care  as  it  will  offer  protec- 
tions to  those  nurses  who  are  self-employed,  independent  contrac- 
tors. 

Brokers  provide  an  excellent  alternative  for  nurses  who  wish  to 
market  their  services  in  a  wide  variety  of  clinical  settings.  Many 
brokers  are  small  businesses  owned  by  women  and  nurses. 

The  provisions  of  H.R.  5011  are  needed  to  remove  roadblocks  to 
the  use  of  self-employed  nurses  in  our  health  care  system. 

The  IRS'  narrow  interpretation  of  Section  530  promotes  the  mis- 
interpretation that  "a  nurse  is  a  nurse  is  a  nurse,"  focusing  on  the 
nurse's  activities  and  functions  rather  than  the  relationship  of  the 
independent  contractor  with  his  or  her  broker  or  health  care  facil- 
ity. As  a  result,  these  nurse-owned  businesses  or  their  clients  have 
been  audited  by  the  IRS  with  often  disastrous  results. 

The  IRS'  interpretation  of  industry  practice  is  narrow  and  inflexi- 
ble. It  is  not  enough  to  consider  industry  practice  related  only  to 
feography.  The  taxpayer  should  be  permitted  to  demonstrate  in- 
ustry  practice  based  on  how  others  operate  similar  businesses,  ir- 
respective of  geographic  location. 

We  urge  you  to  adopt  the  definition  of  "substantially  similar  posi- 
tions" in  Lambert's  Nursery  and  Landscaping,  Inc.,  v.  United 
States. 

We  also  support  the  adoption  of  the  Critical  Care  decision  as  the 
proper  interpretation  of  "reasonable  basis." 

Until  a  good  employment  test  to  replace  the  20-question  common 
law  test  is  completed,  we  need  Section  530. 

We  support  the  requirement  that  businesses  provide  workers 
with  a  statement  explaining  the  tax  obligations  of  a  worker  classi- 
fied as  an  independent  contractor.  Nurses  must  have  sufficient  in- 
formation to  provide  for  their  health  care  coverage  and  economic 
security.  H.R.  5011  would  have  eliminated  inconsistencies  in  the 
tax  and  penalty  scheme  now  used  to  address  filing  failures  of  form 
1099.  Changing  the  tax  penalty  scheme  will  minimize  the  risk  of 
financial  penalties  for  self-employed  professional  nurse  independ- 
ent contractors.  * 


73 

ANA  strongly  supports  reduced  liability  for  misclassification  of 
workers  and  a  higher  penalty  for  failure  to  file  and  to  issue  a  form 
1099.  We  recommend  a  much  lower  penalty  for  minor  errors  on  the 
1099  and  for  late  filing  and  issuance. 

In  closing,  while  self-employment  is  not  for  everyone,  those  indi- 
viduals who  desire  alternative  work  environments  need  your  sup- 
port in  removing  the  regulatory  barriers  associated  with  independ- 
ent contractor  status.  The  ability  and  incentive  for  the  registered 
nurse  to  be  a  self-employed,  inaependent  contractor  must  be  en- 
couraged by  legislation  and  regulation.  We  encourage  you  to  sup- 
port our  recommendations  and  move  forward  with  legislation. 

I  would  like  now  to  introduce  to  you  Ms.  Pamela  Grau,  who  is 
president-elect  of  Nurse  Brokers  and  Contractors  of  America,  and 
coowner  of  Critical  Care.  She  will  briefly  describe  her  experience 
with  the  IRS  related  to  this  issue.  Thank  you. 

[The  prepared  statement  of  Ms.  Sumner  follows:] 
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2 
Mr.  Chairman  and  sub-committee  members  thank  you  for  providing  me  with  the  opportunity 

to  address  you  here  today.    My  name  is  Sally  Sumner,  I  am  here  representing  the  American 

Nurses  Association  (ANA)  as  a  delegate  from  the  Commonwealth  of  Pennsylvania,  a  member 

of  ANA'S  Task  Force  on  Independent  Contractors,  and  as  a  nurse  entrepreneur.    ANA  is  the 

largest  professional  organization  for  registered  nurses.    Our  53  constituent  States  and 

territorial  associations  represent  the   2,000,000  registered  nurses  in  this  country. 

The  Employment  Tax  Improvement  Act  (HR  5011)  is  extremely  relevant  to  ANA  and 
registered  nurses.    A  significant  number  of  nurses  are  working  as  independent  contractors. 
As  we  approach  health  care  reform  and  the  restructuring  of  the  existing  failing  system,  we 
anticipate  that  health  care  delivery  will  be  changed  in  several  ways.    We  recognize  acute  care 
hospitals  will  restructure  to  facilitate  community  based  care.    In  addition  the  Administration's 
articulated  support  of  the  utilization  of  all  health  care  professionals  to  provide  cost  effective 
services  wiU  increase  professional  opportunities  for  registered  nurses  while  increasing  access 
to  care.    The  concept  of  managed  competition  will  promote  provider  arrangements  by  and 
with  these  cost  effective  providers.    However,  in  order  to  fully  participate  in  the  restructured 
system  as  well  as  the  existing  system  regulatory  barriers  must  be  removed.    A  number  of 
Internal  Revenue  Service  (IRS)  regulations  are  barriers  for  nurse  run  businesses. 

ANA  believes  that  HR  501 1  will  assist  in  the  promotion  of  nurse  entrepreneurs,  competition 
in  the  health  marketplace  and  increasing  access  to  care.    The  revisions  of  HR  5011,  including 
provisions  to  codify  Section  530  of  the  IRS  Tax  code,  the  reduction  of  liability  for 
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misclassified  workers  and  the  higher  penalty  for  failure  to  file  and  to  issue  a  Form  1099, 

among  others  will  offer  protections  to  those  nurses  operating  as  self-employed  independent 

contractors. 

America's  nurses  have  long  supported  our  nation's  efforts  to  create  a  health  care  system  that 
ensures  access,  quality,  and  services  at  affordable  costs.    ANA  along  with  over  60  other 
nursing  and  health  organizations  has  developed  Nursing  Agenda's  for  Health  Care  Reform 
which  calls  for  total  restructure  of  the  existing  health  care  system.    We  believe  that  universal 
access,  quality  and  cost  containment  must  occur  simultaneously. 

As  models  of  health  care  for  the  21st  century  are  emerging,  there  are  no  limits  to  the 
potential  delivery  arrangements.    Nursing  is  making  a  pro-active  effort  to  promote  models 
which  provide  for  the  autonomous  and  effective  practice  of  nursing.    One  model  is  the 
practice  of  nurses  as  independent  contractors. 

A  restructured  health  care  system  which  facilitates  the  use  of  the  most  cost-effective 
providers  in  appropriate  and  convenient  settings  such  as  schools,  workplaces  and  homes  will 
depend  upon  use  of  all  health  care  providers,  a  strong  public  health  infrastructure,  and  a 
level  playing  field  to  promote  competition  in  the  health  care  marketplace.    Self-employed, 
independent  contractors  will  be  among  the  many  nurse  providers  of  primary  health  services 
in  a  restructured  system.    Professional  nurses  provide  acute  care  services  in  hospitals, 
educational  services  in  school  and  communities,  and  preventative  and  interventional  care  in 
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clinics  all  over  the  United  States.    The  clinical  applications  of  nursing  are  very  diverse.    Our 
diversity  extends  to  our  working  relationships  and  environments.    Many  nurses  view 
entrepreneurship  as  an  application  of  professional  empowerment,  therefore  many  seek 
professional  antonomy  by  working  as  self-employed,  independent  contractors. 

Toward  this  end,  registries  or  nurse  brokers  continue  to  perform  the  unique  role  in  the 
nursing  profession  that  they  have  performed  for  decades.    By  providing  an  excellent 
alternative  for  nurses  who  wish  to  market  their  services  in  a  wide  variety  of  clinical  settings 
while  maintaining  flexibility  over  their  work  schedules,  brokers  play  a  valuable  role  in 
attracting  and  retaining  nurses  in  this  under  utilized  profession.    Not  surprisingly,  many 
brokers  are  small  businesses  owned  by  women  who  themselves  are  nurses. 

Unfortunately,  there  are  unfair  and  unreasonable  roadblocks  to  the  use  of  self-employed 
nurses  in  our  health  care  system.    HR  5011  is  needed  to  remove  such  roadblocks.    For 
example,  the  IRS  narrow  interpretation  of  Section  530  promotes  the  misinterpretation  that  "a 
nurse  is  a  nurse  is  a  nurse"  by  focusing  on  the  nurse's  "activities  and  functions"  rather  than 
the  relationship  of  the  independent  contractor  with  his/her  broker  or  health  care  facility.    As 
a  result,  these  nurse-owned  businesses  or  their  clients  have  been  audited  by  the  IRS  with 
often  disastrous  results.    We  believe  the  IRS  has  a  bias  based  on  its  mission  to  achieve  a 
simple  and  clear  system  to  facilitate  compliance  and  the  collection  of  taxes.    The  Agency 
believes  that  this  is  best  accomplished  through  establishing  an  employer/employee 
relationship.    Therefore,  it  has  been  difficult  at  best   -  and  impossible,  at  worst,  when  an 
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audit  is  performed  for  nurses  or  nurse  brokerage  firms  to  justify  independent  contractor 
status.    When  a  broker  or  its  clients  challenges  the  IRS  audit,  these  taxpayers  can  and  do 
often  prevail,  but  the  system  must  be  changed.    Such  challenges  are  expensive  for  both  the 
taxpayer  and  the  agency.   Hopefully,  HR  501 1  will  allow  the  IRS  to  accomplish  its  mission 
without  the  present  crippling  effects  on  small  business  employers. 

We  believe  that  the  IRS  approach  to  the  classification  of  nurses  is  flawed  as  a  matter  of  law 
and  policy.   The  ability  and  the  incentive  for  the  registered  nurse  to  be  a  self-employed, 
independent  contractor  must  be  encouraged  by  supportive  legislation  and  regulation.    We 
believe  HR  5011  will  provide  the  necessary  direction  to  the  mS.   First,  this  bill  will 
eliminate  inconsistences  in  the  tax  and  penalty  scheme  now  used  by  the  IRS  to  address  filing 
failures  of  Form  1099.    Changing  the  tax  penalty  scheme  will  minimize  the  risk  of  financial 
penalties  where  self-employment  is  the  option  chosen  by  professional  nurse  independent 
contractors  and  the  firms  which  use  his/her  services. 

Second,  this  bill  would  eliminate  the  "step-child"  status  of  Section  530  by  incorporating  it 
into  the  Internal  Revenue  Code.    Most  importantly,  however,  please  do  not  be  persuaded  to 
eliminate  Section  530  because  of  incidental  reports  of  abuse;  abuses  exist  in  every  industry, 
but  we  believe  they  are  the  exception  and  not  the  rule.   Section  530  tnjly  is  a  "safe  haven" 
for  more  honest  people  than  not.    Until  Congress  tackles  the  real  problem  of  coming  up  with 
a  good  employment  test  to  replace  the  20  question  common  law  test,  we  need  Section  530. 
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We  believe  Congress  must  provide  clarity  to  its  intent  as  written  in  Section  530.   We  do  not 
believe  that  Congress  intended  the  IRS  to  interpret  every  ambiguity  against  the  taxpayer. 
"Industry  practice"  must  be  explicitly  set  out  to  allow  IRS  to  determine  the  specific  criteria. 
IRS  must  also  realize  that  not  every  independent  contractor  nurse  holds  a  "substantially 
similar  position"  to  every  employee  nurse  just  because  they  are  a  nurse. 

Random  corporate  tax  audits  should  not  be  used  for  employee  classification  purposes.    All 
too  often  the  employee  is  not  aware  of  the  dual  purpose  of  the  audit  until  notified  by  IRS.    If 
the  audit  is  to  cover  both  corporate  taxes  and  employee  classification  the  employer  should 
receive  advance  notice. 

We  support  the  requirement  that  businesses  provide  workers  with  a  statement  explaining  the 
tax  obligations  of  a  worker  classified  as  an  independent  contractor.    Nursing  principles  of 
informed  consent  and  individual  responsibility  are  consistent  with  these  of  the  contract 
principles  underlying  all  business  transactions.    We  are  especially  concerned  that  nurses  who 
chose  the  career  track  as  an  independent  contractor  have  sufficient  information  to  provide  for 
their  health  care  coverage  and  economic  security. 

In  closing,  while  self-employment  is  not  for  everyone,  those  individuals  who  desire 
alternative  work  environments  need  your  support  in  removing  the  regulatory  barriers 
associated  with  independent  contractors  status.    I  encourage  you  to  move  forward  with  this 
legislation.   Thank  you 
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Mr.  Spratt.  Ms.  Grau. 


STATEMENT  OF  PAMELA  A.  GRAU,  R.N.,  C.C.R.N.,  PRESffiENT- 
ELECT,  NURSE  BROKERS  AND  CONTRACTORS  OF  AMERICA 

Ms.  Grau.  Thank  you.  I  am  Pamela  Grau,  a  registered  nurse  and 
a  nurse  entrepreneur. 

In  1984,  my  business,  Critical  Care  Registered  Nursing,  was  au- 
dited by  the  Internal  Revenue  Service.  The  IRS  field  agent  deter- 
mined that  the  nurses  working  through  Critical  Care  were  employ- 
ees, not  independent  contractors.  No  one  could  have  prepared  me 
for  the  chain  of  events  that  occurred  over  the  next  7  years  as  a  re- 
sult of  that  determination. 

The  actions  of  the  IRS  during  this  time  were  offensive,  unjust, 
and  far  worse,  threatened  the  very  future  of  my  small  business. 
The  IRS'  behavior  can  only  be  described  as  an  example  of  Govern- 
ment at  its  very  worst,  lacking  any  accountability  to  me,  the  tax- 
payer and  consumer. 

It  was  not  until  1991,  in  a  U.S.  Federal  District  Court  in  Phila- 
delphia, PA,  that  the  debate  ended.  An  eight-person  jury  found 
that  the  nurses  working  through  Critical  Care  were  independent 
contractors. 

I  am  here  today  to  tell  you  that  in  spite  of  my  victory,  I  suffered 
a  significant  loss  and  the  price  paid  was  very  high.  Having  spent 
over  $250,000  in  professional  fees  and  over  7  years  of  my  life  and 
my  time,  my  business  was  almost  destroyed. 

Since  the  Critical  Care  decision,  I  have  had  hundreds  of  tele- 
phone conversations  with  small  business  owners,  CPA's,  and  attor- 
neys. All  of  them  share  with  me  their  stories,  which  are  simply 
variations  of  my  own  experience.  Several  themes  are  consistent  in 
all  of  these  conversations.  They  tell  me,  "I  always  issue  1099's,  and 
I  am  treating  the  workers  correctly.  I  am  fearful  what  effect  this 
will  have  on  the  future  of  nursing  and  the  future  of  my  business. 
I  do  not  have  the  resources  to  fight  the  IRS." 

The  relief  needed  for  us  can  only  be  found  through  introduction 
and  passage  of  legislation  forcing  the  IRS  to  reevaluate  their  activi- 
ties and  increase  their  accountability.  The  introduction  of  the  re- 
vised H.R.  5011  is  the  first  step  toward  that  goal.  Help  small  busi- 
nesses who  are  smothering  in  the  quagmire  of  the  IRS's  bureauc- 
racy by  supporting  a  revised  H.R.  5011. 

In  closing,  I  would  like  to  share  with  you  a  conversation  I  had 
several  weeks  ago  with  a  nurse  in  central  Pennsylvania  who  has 
owned  and  operated  her  own  business  for  35  years.  She  told  me 
that  her  company  had  suffered  terribly  during  the  recession,  that 
there  wasn't  anv  money  left  to  fight  the  IRS.  In  fact,  she  had  to 
take  a  personal  loan  to  pay  an  attorney  to  get  her  through  the  first 
audit  process.  She  told  me  that  she  hoped  to  retire  in  2  years  and 
was  counting  on  selling  her  business  to  preserve  both  the  integrity 
and  the  heritage  of  the  company  that  she  built  and  to  earn  a  small 
amount  of  money  for  retirement.  She  told  me  that  she  was  prob- 
ably going  to  have  to  close  the  business,  and  she  felt  that  the  IRS 
was  stripping  her  of  her  past  and  her  future. 

I  ask  you  today  to  help  the  small  business  owners  and  others  like 
her  by  supporting  a  revised  H.R.  5011.  Thank  you, 

[The  prepared  statement  of  Ms.  Grau  follows:] 
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NURSE  BR0KB7S& 
OONIRACIDRS  OF  A1VB5CA 


Prepared  Statement  of  Pamela  A.  Grau  RN,CCRN 

Vice  President/President  Elect 

Nurse  Brokers  and  Contractors  of  America 


Nurse  Brokers  and  Contractors  of  America  (NBCA) , 
representing  over  20,000  independent  nurses  of  whom  the  vast 
majority  are  female,  is  dedicated  to  fostering  high  quality 
health  care  in  a  cost  conscious  environment,  and  to  ensuring 
the  continued  availability  of  qualified  nurses  at  the 
bedside.   NBCA  strongly  supports  the  introduction  of  a 
revised  HR  5011,  The  Employment  Tax  Improvement  Act,  because 
it  brings  much  needed  reform  to  the  employment  tax  back  pay 
and  penalty  structure.   These  changes  will  help  our  members 
as  they  struggle  to  build  their  businesses  in  a  climate  still 
fraught  with  gender  discrimination. 

Specifically,  we  support  introduction  of  a  revised 
version  of  HR  5011,  with  the  following  changes  and 
modifications : 

1.   HBCA  supports  codification  of  Section  530. 

Codification  of  Section  530  is  critical  to  NBCA  because 
of  the  importance  of  Section  530  in  establishing  a  rational 
employment  tax  policy  which  reflects  modern  business 
practices.   NBCA  believes,  however,  that  certain  parts  of 
Section  530  should  be  explained  and  clarified  so  that  the  530 
safe  havens  can  be  truly  meaningful. 

a.   The  legislative  history  to  the  original  HR  5011 
adopted  the  Critical  Care  decision  as  the  proper 
interpretation  of  "reasonable  basis". 

Section  530  gives  a  taxpayer  relief  from  certain 
employment  tax  liability  if  the  taxpayer  can  show  a 
"reasonable  basis"  for  treating  the  worker  like  an  employee. 
There  are  three  specific  bases:  (1)  a  prior  IRS  audit;   (2)  a 
court  decision  or  IRS  ruling;  and  (3)  a  long-standing 
recognized  practice  of  a  significant  segment  of  the  industry 
in  which  the  worker  is  engaged.   Moreover,  "A  taxpayer  who 
fails  to  meet  any  of  the  three  ' safe  havens '  may  nevertheless 
be  entitled  to  relief  if  the  taxpayer  can  demonstrate,  in 
some  other  manner,  a  reasonable  basis  for  not  treating  the 
individual  as  an  employee."   Rev.  Proc.  85-18,  1  C.B.  518, 
Sec.  3.01  (C)  (1985).   The  legislative  history  of  Section  530 
states  that  the  reasonable  basis  requirement  must  be 
liberally  construed. 

In  Critical  Care  Registered  Nursing  v.  United  States. 
776  F.  Supp.  1025  {E.D.  Pa.  1991),  one  of  NBCA's  members  won 
a  major  victory  in  the  federal  district  court.   After 
fighting  the  IRS  for  eight  years.  Critical  Care  prevailed 
against  an  unfair  IRS  employment  tax  audit.   Relying  on  the 
general  reasonable  basis  standard  quoted  above,  the  court 
held  that  the  company  had  demonstrated  a  reasonable  basis 
under  the  traditional  common  law  factors  —  also  known  as  the 
20  qpiestions  common  law  employment  test.   In  many  ways,  the 
Critical  Care  decision  represents  the  most  commonsensical 
application  of  Section  530  because  it  recognizes  that  the  20 
questions  common  law  employment  test  is  so  unpredictable  that 
a  reasonable  application  of  that  by  a  taxpayer  should  be 
upheld.   Therefore,  Congress  should  mention  that  the  Critical 
Care  decision  is  a  correct  interpretation  of  the  Section  530 
general  safe  haven. 
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b.  The  legislative  history  to  the  proposed  bill 
should  instruct  the  IRS  to  interpret  "industry  practice"  in  a 
liberal  manner,  as  Congress  originally  required  when  it 
enacted  Section  530. 

In  NBCA's  experience,  the  IRS  has  interpreted  industry 
practice  in  a  narrow  and  inflexible  manner  that  is 
inconsistent  with  Congress'  instruction  at  the  time  of  the 
enactment  of  Section  530  in  1978. 

It  is  not  enough,  as  the  IRS  has  done,  to  look  to  the 
industry  practice  of  the  city  or  county  in  which  our 
businesses  are  domiciled.   Registries  and  brokers  also  have 
nurses  who  work  in  rural  areas  -  and  the  taxpayer  should  be 
permitted  to  demonstrate  industry  practice  based  on  how  other 
nurse  registries  or  brokers  operate  in  other  rural  areas.   If 
the  business  draws  its  nurses  from  a  regional  area,  then  the 
business  should  be  allowed  to  point  to  that  region  to 
determine  industry  practice.   Congress  has  required  that 
Section  530  be  liberally  interpreted,  and  the  legislative 
history  proposed  for  a  revised  HR  5011  should  so  instruct. 

c.  The  IRS'  current  interpretation  of 
"substantially  similar  position"  is  unduly  narrow;  the 
legislative  history  should  clarify  the  meaning  of  this 
phrase . 

A  professional  nurse  can  be  an  employee  or  an 
independent  contractor.   The  difference  turns,  not  on  job 
duties  —  since  a  nurse ' s  performance  is  regulated  by  the 
nurse  practice  act  and  standards  generated  from  within  the 
profession  —  but  rather  on  the  taxpayer's  treatment  of  the 
workers.   For  a  nurse  employed  by  a  health  care  facility,  the 
health  care  facility  will  assign  a  work  schedule  and  location 
of  work,  it  will  determine  rules  of  conduct  for  which  the 
employee  may  be  disciplined,  and  the  rate  of  pay  is 
guaranteed  even  if  the  work  product  is  not  well  done.   But  a 
nurse  independent  contractor  is  free  to  reject  a  schedule  or 
a  specific  assignment  and  to  seek  placement  at  a  different 
facility  if  she  is  not  satisfied  with  the  available 
assignment. 

Right  now,  however,  the  IRS  does  not  recognize  this 
distinction.   It  focuses  instead  on  the  worker's  "activities 
and  functions".   The  IRS's  approach  was  soundly  rejected  in 
Lcunbert ' s  Nursery  &  Landscaping,  Inc.  v.  United  States.  894 
F.2d  154  (5th  Cir.  1990).   The  court  stated: 

The  IRS  . . .  has  provided  no  authority  to  support 
its  assertion  that  the  type  of  work  done,  rather 
than  the  structure  of  the  relationship  between  the 
taxpayer  and  his  workers,  should  be  the  preeminent 
interpretive  factor  for  section  530  (a)  (2)  (B). 
Neither  does  the  plain  wording  of  the  provision 
provide  support  for  the  IRS  position.   The 
"reasonable  basis"  requirement  of  section  530  (a) 
(1)  to  which  section  530  (a)  (2)  (B)  is  directly 
linked,  has  been  broadly  interpreted  in  favor  of 
taxpayers .   General  Investment  Corp.  v.  United 
States.  823  F.2d  337,  340  (9th  Cir.  1987).   The 
relationship  of  the  taxpayer  to  his  workers  is  the 
most  important  element  of  the  section  530  (a)  (2) 
(B)  analysis,  and  a  tatxpayer  may  reasonably  rely  on 
a  prior  [employment  tax]  audit  pursuant  to  a 
section  530  (a)  (2)  (B)  even  though  he  later 
employs  substantially  similar  workers  in  a 
different  industry. 
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The  legislative  history  incorporated  into  the  revised  HR 
5011  should  instruct  the  IRS  to  adopt  the  definition  of 
"substantially  similar  position"  found  in  Lambert's  Nursery. 

d.  NBCA  supports  a  de-minimis  rvle  for  Section  530 
consistency  requirements . 

NBCA  believes  it  is  extremely  unfair  to  lose  the 
protection  of  Section  530  because  one  or  two  of  the  workers 
are  treated  as  employees  when  the  majority  of  workers  are 
treated  as  Independent  Contractors.   NBCA  believes  that  the 
focus  should  be  on  the  relationship  between  the  business  and 
the  workers  not  on  the  job  performed. 

e.  NBCA  supports  some  revision  of  the  prior  audit 
rule,  but  NBCA  believes  that  companies  should  receive  Section 
530  protection  for  income  tax  audits  where  the  IRS  has 
reviewed  the  employment  status  of  the  workers. 

Many  nurse  brokers  and  registries  undergo  IRS  audits 
where  they  are  asked  to  produce  documents  and  justify  their 
treatment  of  workers  as  independent  contractors.   It  is 
grossly  unfair  to  deprive  a  company  of  Section  530 
protection  just  because  the  audit  is  called  an  income  teuc 
audit  rather  than  an  employment  tax  audit. 

2.  NBCA  supports  repeal  of  Section  1706  of  the  1986  Tax 
Reform  Act. 

In  the  view  of  NBCA,  one  industry  —  the  technical 
services  industjcy  —  was  singled  out  in  1986,  and  deprived  of 
the  Section  530  safe  harbor  protections.   If  one  industry  can 
be  singled  out  like  that,  then  another  group  —  like  the 
medical  profession  —  could  be,  too.   NBCA  believes  that  all 
industries  should  be  treated  in  a  like  manner. 

3.  NBCA  strongly  supports  reduced  liability  for 
miselassification  of  workers. 

Many  nurse  brokers  are  women  in  a  woman-dominated 
profession.   It  has  not  been  easy  for  them  to  build  their 
businesses.   Right  now,  the  penalties  for  miselassification 
are  so  enormous,  that  a  business  —  especially  a  small 
business,  and  a  woman-owned  small  business,  at  that  —  can  be 
bankrupted  by  an  IRS  miselassification  employment  tax  audit. 
This  is  wrong 1   The  penalty  structure  for  miselassification 
detailed  in  the  revised  HR5011  cures  this  serious  harm,  but 
keeps  the  penalty  at  a  level  which  NBCA  believes  will 
discourage  miselassification. 

4.  NBCA  supports  the  higher  penalty  for  failure  to  file 
and  issue  a  Form  1099.  but  believes  that  the  penalties  should 
be  much  lower  for  minor  errors  on  the  1099  and  for  late 
filing  and  issuance. 

NBCA  believes  that  individuals  have  the  right  to  go  into 
business  for  themselves  and  to  accept  the  benefit  and  burdens 
of  self -employment.   They  are  also  obligated  to  pay  their 
taxes.   Our  members  are  honest  people  who  file  and  issue 
their  1099' s.   Right  now,  however,  the  revised  HR  5011  has  no 
provision  for  minor  mistakes  or  for  late  filing  and  issuance. 
The  proposed  —  approximately  10%  of  remuneration  to  the 
worker  —  is  much  too  high  for  there  to  be  no  provision  for 
abatement . 

5.  NBCA  opposes  lowering  the  threshold  in  reporting 
from  S600  to  SlOO  because  it  will  not  raise  significant 
revenues,  but  it  will  generate  huge  amounts  of  paperwork. 
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It  has  been  many  years  since  the  reporting  threshold 
of  $600  was  incorporated  into  the  IRS  code.   NBCA  believes 
that  it  would  be  reasonable  to  increase  the  reporting 
threshold  to  a  more  modern  day  equivalent.   Therefore,  NBCA 
supports  increasing  the  reporting  threshold  to  $1500. 

We  support  introduction  of  a  revised  HR  5011,  with  the 
modifications  set  forth  above,  and  its  recognition  of  the 
important  role  that  independent  contractors  now  have  in  the 
United  States  economy. 
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Mr.  Spratt.  Ms.  Grau,  do  you  own  or  have  you  owned  and  oper- 
ated a  firm  which  contracts  with  nurses  to  provide  nursing  care  to 
individuals  and  institutions? 

Ms.  Grau.  That  is  correct. 

Mr.  Spratt.  And  what  were  your  own  personal  circumstances 
that  led  to  this  enormous  legal  fee  of  $250,000,  you  say? 

Ms.  Grau.  Yes.  Apparently  a  competitor  turned  me  into  the  local 
IRS  office  and  said  that  I  was  not  treating  my  workers  appro- 
priately. 

Mr.  Spratt.  How  many  nurses  were  under  your  supervision? 

Ms.  Grau.  At  the  time  actually,  there  were  verv  few  of  us.  Dur- 
ing the  2  years  at  issue,  there  were  only  25  workers  involved.  So 
the  assessment  would  have  been  probably  close  to  $24,000.  But  I 
was  naive  in  believing  that  in  each  step  of  the  process  someone 
would  see  or  hear  the  facts  as  they  truly  were;  and  as  I  was  going 
into  the  courtroom,  I  realized  that  that  wasn't  going  to  be  the  case 
until  I  sat  in  front  of  the  jury  and  told  my  story. 

Mr.  Spratt.  It  cost  you  $250,000  to  defeat  a  $24,000 

Ms.  Grau.  That  is  correct.  And  7 — almost  8  years  of  my  time  and 
my  life. 

Mr.  Spratt.  And  what  is  the  relationship  of  these  nurses  to  your 
firm?  Do  they  work  2,000  hours  a  year  or 

Ms.  Grau.  Some  of  them  work  maybe  8  hours  a  month.  Some  of 
them  work  maybe  16  hours  in  a  year.  Some  of  them  work  a  great 
many  hours  in  a  year.  They  are  self-employed,  and  they  have  the 
freedom  to  choose  as  little  or  as  much  work  that  they  want  through 
me  or  through  anyone  else.  There  are  no  binders  on  them  through 
me  or  through  any  other  facility;  they  are  self-employed  and  we 
treat  them  that  way;  we  always  have. 

Mr.  Spratt.  And  why  did  the  Internal  Revenue  Service  say  they 
were  employees  rather  than  independent  contractors? 

Ms.  Grau.  I  think  that  was  in  their  effort  to  reclassify  them. 

Mr.  Spratt.  Not  their  motivation,  but  what  was  the  factor  that 
caused  them  to  classify  these  nurses  as  employees? 

Ms.  Grau.  They  took  several  different  factors  and  isolated  those 
issues;  they  took  things  such  as  the  control  issue  and  the  edu- 
cational issues,  and  they  took  pieces  of  my  business,  and  they  took 
those  facts  and  they  truly  manipulated  them  to  fit  and  suit  their 
benefit.  All  through  the  process,  I  kept  showing  them  how  they  had 
misunderstood  the  information,  that  they  weren't  looking  at  the 
facts  as  they  truly  were;  and  we  provided  them  with  substantial 
documentation  and  testimony  to  show  that  those  facts  weren't  the 
way  they  were  citing  them.  And  they  persisted  in  their  position 
that  nurses  could  not  be  independent  contractors.  And  they  con- 
tinue to  do  so  today. 

Mr.  Spratt.  Is  this  a  particular  problem,  a  peculiar  problem  for 
these  medical  personnel  pool  organizations  like  yours?  Do  you  find 
that  your  counterpart  organizations  around  the  country  are  having 
the  same  kinds  of  problems  or  barriers?  Have  you  been  singled  out? 

Ms.  Grau.  Typically  it  is  the  smaller  firms  that  are  owned  by 
nurses  who  choose  to  have  the  workers  be  independent  contractors 
or  to  work  with  nurses  who  want  to  be  independent  contractors. 
The  medical  personnel  pools  are  typically  employees,  and  so  they 
are  not  suffering  under  this  issue.  It  is  the  smaller  nurse-owned 
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corporations  and  businesses  that  are  being  attacked  across  the  Na- 
tion on  this  issue. 

Mr.  Spratt.  Were  you  able  to  use  the  language  of  Section  530 
then  to  your  advantage;  is  that  what  prevailed  and  won  the  case 
for  you? 

Ms.  Grau.  I  think  it  was  very  clear  that  the  judge  determined 
that  we  won  under  the  20  common  law  factors  and  the  reasonable 
basis  as  defined  in  Section  530.  That  was  very  important  and  inte- 
gral to  the  information  that  he  provided  to  the  jury,  the  charge  to 
the  jury  before  they  gave  our  verdict,  yes. 

Mr.  Spratt.  When  was  this  case  litigated? 

Ms.  Grau.  In  August  1991. 

Mr.  Spratt.  Did  your  attorney  make  any  effort  to  recover  fees 
and  costs  from  the  Internal  Revenue  Service? 

Ms.  Grau.  I  was  told  that  under  the  statutes  or  whatever  they 
reviewed,  that  it  was  not  recoverable.  So  I  was  able  to  recover 
maybe  $2,500  or  $3,000  in  total  of  my  court  costs. 

Mr.  Spratt.  Mr.  Cox.  Oh,  I  beg  your  pardon. 

Go  ahead  and  ask  a  question.  I  have  overlooked  Mr.  Kies. 

I  beg  your  pardon.  We  will  come  back  to  you,  don't  worry.  Go 
ahead,  Mr.  Cox. 

Mr.  Cox.  In  fact,  please,  let's  continue  with  the  panel  and  ask 
the  questions  later. 

Mr.  Spratt.  I  beg  your  pardon.  I  am  sorry,  I  got  wrapped  up  in 
that.  I  apologize,  Mr.  Kies. 

Mr.  Kies.  Thank  you,  Mr.  Chairman. 

Mr.  Spratt.  Certainly.  And  the  floor  is  yours. 

STATEMENT  OF  KENNETH  J.  KIES,  TAX  COUNSEL,  AMERICAN 
RESORT  DEVELOPMENT  ASSOCIATION 

Mr.  Kies.  Thank  you.  I  am  Ken  Kies,  tax  counsel  to  the  Amer- 
ican Resort  Development  Association,  or  ARDA.  ARDA's  member- 
ship consists  of  developers,  operators,  and  owners  of  vacation  prop- 
erties located  throughout  the  United  States.  It  represents  a  broad 
cross  section  of  the  resort  industry,  in  particular  that  segment  of 
the  resort  industry  engaged  in  timeshare  and  interval-type  owner- 
ship management  activities.  Many  of  its  members  have  historically 
treated  its  marketing  agents  as  independent  contractors  for  tax 
and  other  purposes.  Many  of  our  members  have  projects  located  in 
your  State  of  South  Carolina,  Mr.  Chairman,  and  also  in  Califor- 
nia. 

I  am  also  partner  and  firm-wide  chair  of  the  tax  practice  of  the 
law  firm  of  Baker  &  Hostetler,  a  firm  of  lawyers  practicing 
throughout  the  United  States.  In  that  capacity,  I  represent  a  num- 
ber of  companies  in  tax  controversies  where  the  IRS  has  attempted 
to  assert  a  misclassification  of  workers  as  independent  contractors 
for  Federal  employment  tax  purposes. 

I  appreciate  the  subcommittee's  invitation  to  testify  on  the  issue 
of  how  the  IRS  is  reclassifying  independent  contractors  as  employ- 
ees. My  remarks  will  focus  upon  the  problems  which  have  been  cre- 
ated by  the  IRS'  virtually  consistent  failure  to  apply  Section  530  of 
the  Revenue  Act  of  1978,  consistent  with  its  statutory  language 
and  legislative  history  in  independent  contractor  audit  situations. 
As  a  result  of  this  approach  by  the  Service,  rather  than  affording 
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taxpayers  with  a  means  to  resolve  costly  controversies  like  the  one 
you  have  just  heard  about,  as  Congress  intended  through  the  en- 
actment of  Section  530,  taxpayers  frequently  must  litigate,  or  at 
least  go  through  the  appeals  process,  before  they  are  able  to  obtain 
the  intended  application  of  Section  530. 

The  rules,  as  they  exist  under  Section  530,  were  well  conceived 
and  very  well  drafted.  Unfortunately,  what  is  not  satisfactory  is  the 
present  administration  of  those  rules  by  the  IRS.  The  Service  ag- 
gressively asserts  positions  contrary  to  the  technical  language  and 
legislative  history  of  Section  530.  Those  positions  suggest  an  intent 
not  to  enforce  or  administer  the  current  law,  and  a  substantial  fail- 
ure to  implement  the  liberal  enforcement  mandate  of  Section  530 
reflected  in  its  legislative  history. 

Mr.  Chairman,  I  think  it  is  worth  just  stopping  and  commenting 
upon  why  Section  530  was  enacted.  I  think  you  asked  that  question 
of  the  Service  panel  that  appeared  here  earlier;  and  there  was  a 
certain  amnesia,  if  you  will,  as  to  what  led  to  Section  530's  enact- 
ment. What  led  to  the  enactment  of  Section  530  was  a  prolonged 
period  of  practice  by  the  Internal  Revenue  Service  in  the  1970's  of 
aggressively  going  out  and  reclassifying  workers  of  businesses  and 
imposing  what  I  would  refer  to  as  the  "death  penalty"  on  those 
businesses,  that  is,  the  amount  of  taxes  that  they  would  attempt 
to  collect  from  those  businesses  would  frequently  exceed  the  net 
worth  of  the  business.  This  occurred  because  the  typical  practice  of 
the  IRS  was  to  go  back  3  years  and  impose  audit  adjustments 
equal  to  the  total  amount  of  income  tax  withholding  and  Social  Se- 
curity tax  on  the  entire  work  force  that  was  being  reclassified.  For 
many  businesses,  that  approach  basically  would  bankrupt  them. 
That  led  to  an  outcry  from  the  Congress  in  the  mid  to  late  1970's 
and  ultimately  led  to  the  enactment  of  Section  530;  so  that  the  his- 
tory leading  to  530  is  quite  instructive. 

What  is  rather  amazing  is  the  way  in  which  the  Service  has  in- 
terpreted Section  530  in  Tight  of  the  legislative  history  leading  up 
to  it  and  the  liberal  enforcement  mandate  that  specifically  was  in- 
cluded in  its  legislative  history.  Unlike  most  tax  provisions.  Section 
530  specifically  directed  the  Internal  Revenue  Service  to  liberally 
construe  its  provisions  in  favor  of  taxpayers.  Now,  that  is  virtually 
unprecedented  in  terms  of  Congress'  approach  to  a  tax  provision. 

Congress  took  this  approach  because  it  was  extremely  concerned 
about  the  impact  on  small  business  that  was  occurring  from  the 
IRS  practice  in  this  area.  Thus,  Congress  took  an  extraordinary 
step  by  saying  to  the  IRS,  you  must  liberally  construe  this  provi- 
sion in  favor  of  taxpayers.  There  is  almost  no  other  provision  in  the 
Internal  Revenue  Code  or  anywhere  else  in  the  Tax  Code  of  which 
I  am  aware  where  the  Congress  has  taken  this  extraordinary  step. 

I  think  to  some  extent  the  IRS  is  almost  psychologically  incapa- 
ble of  applying  a  statute  liberally  in  favor  of  the  taxpayer,  because 
its  typical  approach  is  to  construe  provisions  in  as  tough  a  manner 
as  possible  against  taxpayers,  i.e.,  to  impose  a  heavy  burden  of 
proof  upon  taxpayers  to  sustain  any  deduction,  exemption,  or  cred- 
it. And  so  in  a  sense,  maybe  it  is  unfair  that  we  have  said  to  the 
IRS,  liberally  construe  something  in  favor  of  taxpayers  because  it 
is  contrary  to  most  of  its  other  behavior. 
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But  Congress  took  that  step  because  it  saw  a  very  serious  prob- 
lem. It  saw  a  problem  where  small  businesses  across  the  country, 
like  the  one  you  just  heard  about,  were  experiencing  these  very  dif- 
ficult audit  situations,  imposing  high  costs  for  lawyers  like  me,  and 
in  addition,  substantial  burdens  in  terms  of  the  tax  assessments 
that  were  being  levied  against  small  business. 

Now,  let  me  just  give  you  a  couple  of  examples  of  the  way  in 
which  the  Service  has  failed  to  apply  Section  530.  And  it  is  not  in 
terms  of  taxpayer  example;  rather,  it  is  identifying  the  technical 
ways  in  which  the  IRS  has  not  applied  it. 

First,  the  Service  recently  and  repeatedly  has  taken  a  position  in 
field  examinations  and  in  litigation  that  a  taxpayer  must  concede 
that  the  workers  involved  are  employees  before  they  will  permit 
the  taxpayer  to  assert  its  right  to  use  Section  530.  That  is  contrary 
to  what  Section  530  says.  The  IRS  has  lost  that  argument  in  at 
least  one  litigated  case  where  the  court  said,  no,  that  is  wrong;  the 
company  does  not  have  to  concede  these  are  employees  for  common 
law  purposes  before  the  company  can  point  to  Section  530  and  say, 
we  fit  within  the  safe  harbor  under  530,  therefore  our  treatment 
of  these  people  is  correct.  The  Service  nevertheless  continues  to 
take  the  position  that  the  taxpayer  must  first  concede  that  the 
workers  are  common  law  employees  before  you  will  be  allowed  to 
utilize  the  benefits  of  Section  530. 

The  second  way  in  which 

Mr.  Spratt.  In  other  words,  the  Service  says  that  530  has  noth- 
ing to  do  with  classification,  it  only  has  something  to  do  with  a  safe 
harbor  if  you  are  classified  as  an  employee? 

Mr.  KlES.  Correct.  What  the  Service  says  to  you,  they  say  you 
may  not  use  Section  530  unless  you  first  give  up  on  the  common 
law  argument.  Well,  as  a  lawyer  advising  a  client,  I  am  going  to 
tell  the  client,  don't  concede  on  the  common  law  argument,  because 
the  common  law  argument  frequently  is  a  strong  argument. 

In  the  Critical  Care  case,  what  the  court  ended  up  saying  was 
that  because  they  were  very  close  on  the  common  law  test,  they 
satisfied  the  reasonable  basis  of  Section  530.  In  other  words,  you 
have  got  these  20  factors,  none  of  which  is  controlling;  it  is  almost 
impossible  to  apply  them  or  to  know  how  they  will  apply  to  any 
given  fact  pattern.  And  so  taxpayers  will  say  to  the  Internal  Reve- 
nue Service,  No.  1,  we  believe  under  the  common  law  test  we  pass, 
that  we  really  have  independent  contractors,  not  employees;  but  we 
also  believe  that  Section  530  applies  to  us. 

The  Service  takes  the  position  you  can't  do  that.  You  first  have 
to  concede  the  common  law  test  before  you  can  even  talk  about  530. 
That  is  problem  No.  1. 

Second,  the  Government's  attorneys  have  taken  a  position  in  liti- 
gation that  a  taxpayer  who  does  not  satisfy  one  of  the  explicit  three 
safe  harbors  can't  use  the  general  reasonable-basis  test.  The  courts 
have  rejected  that  notion  as  well.  They  have  said  if  the  taxpayer 
can  come  forward  and  show  any  reasonable  basis  for  treating  the 
workers  as  independent  contractors — like,  for  example,  if  they  re- 
ceived an  opinion  of  counsel  from  their  lawyer,  or  their  accountant 
gave  them  an  opinion — that  that  can  be  a  reasonable  basis,  too. 
The  IRS  generally  does  not  recognize  that. 
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The  third  way  in  which  the  Service  doesn't  correctly  apply  530 
has  been  alluded  to,  and  that  is  the  significant  segment  of  the  in- 
dustry. The  statute  says  if  a  significant  segment  of  the  industry  in 
which  the  workers  work  also  treats  those  workers  as  independent 
contractors,  that  is  a  safe  harbor.  The  IRS  takes  the  position  you 
can  only  satisfy  the  significant  segment  of  the  industry  test  if  80 
percent,  or  in  some  cases — in  one  technical  advice  memorandum, 
they  said  only  if  substantially  all  of  the  rest  of  the  industry  treats 
its  workers  as  independent  contractors  can  you  qualify  under  the 
significant  segment  of  the  industry.  Clearly,  that  is  not  a  proper  in- 
terpretation of  what  "significant"  means.  In  the  Internal  Revenue 
Coae,  in  many  cases,  "significant"  is  defined  as  low  as  5  percent; 
25  to  30  percent  is  a  pretty  comm.on  interpretation  of  what  Section 
530  means. 

Let  me  just  conclude  by  making  one  other  point.  That  is,  there 
has  been  a  lot  of  allusion  to  use  of  private  letter  rulings  here.  Inci- 
dentally, I  am  not  certain  on  this,  but  for  most  private  letter  rul- 
ings you  must  pay  a  $2,500  fee  for  the  private  letter  ruling,  so  that 
the  fee  involved  in  getting  a  private  letter  ruling  as  a  solution  to 
this  type  of  situation  could  be  prohibitive.  That  doesn't  include  the 
professional  fees  that  you  would  have  to  incur  as  well. 

I  would  strongly  encourage  that  the  committee  take  any  actions 
that  it  can  to  encourage  the  IRS  to  properly  apply  Section  530.  I 
think  that  5011  is  a  step  in  the  right  direction  to  do  that,  and  I 
think  that  the  committee  is  focusing  on  a  very  important  issue  that 
impacts  small  business  people  throughout  the  country. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Kies  follows:] 
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1.    Introduction . 

I  am  Kenneth  J.  Kies,  Tax  Counsel  to  the  American  Resort 
Development  Association  ("ARDA").  ARDA's  membership  consists  of 
developers,  operators  and  owners  of  vacation  properties  located 
throughout  the  United  States.  It  has  nearly  800  corporate  members 
representing  a  broad  cross -section  of  the  resort  industry,  in 
particular  that  segment  of  the  resort  industry  engaged  in  timeshare 
and  interval -type  ownership  and  management  activities.  ARDA  has 
been  in  existence  since  1969.  Prior  to  1985,  it  was  known  as  the 
American  Land  Development  Association;  two  years  ago,  it  changed 
its  name  from  the  American  Resort  &  Residential  Development 
Association. 

I  also  am  a  partner  in  the  national  law  firm  of  Baker  & 
Hostetler.  We  represent  a  niamber  of  companies  in  tax  controversies 
where  the  Internal  Revenue  Service  ("I.R.S."  or  "Service")  has 
asserted  that  independent  contractors  should  be  reclassified  as 
employees  for  Federal  employment  tax  purposes. 

I  appreciate  the  Subcommittee's  invitation  to  testify  on  the 
issue  of  how  the  I.R.S.  is  reclassifying  independent  contractors 
as  employees .  My  remarks  focus  upon  some  of  the  experiences 
businesses  in  the  resort  development  and  other  industries  face  if 
they  undergo  a  Federal  employment  tax  audit.  Should  the  Service 
assert  that  a  category  of  independent  contractors  should  be 
reclassified  as  employees,  under  the  present  practice  by  the  I.R.S. 
generally  in  applying  Section  530  of  the  Revenue  Act  of  1978,' 
there  is  virtually  no  relief  available  while  a  taxpayer  is  under 
audit.  Thus,  rather  than  afford  a  taxpayer  with  a  means  to  resolve 
a  costly  controversy,  a  taxpayer  frequently  must  litigate  or  at 
least  go  the  Appeals  Office  before  it  is  able  to  obtain  Section  530 
relief.  This  result  not  only  is  fundamentally  and  directly 
contrary  to  the  specific  legislative  history  of  Section  530,  but 
also  at  odds  with  a  Congressional  mandate  to  interpret  Section  530 
liberally. 

Last  November  this  Committee  found  that  "  [t]he  basic  operation 
of  section  530 's  reclassification  ban  appears  to  be  generally 
sound  .  .  .  The  section  encourages  full  information  reporting, 
consistent  treatment  of  workers  and  is  based  on  factors  which 
generally  require  reasonable  behavior. "  This  Committee  also  noted 
that  the  recent  I.R.S.  employment  tax  enforcement  efforts  centered 
in  the  Employment  Tax  Examination  Program  ("ETEP"),  which  began  in 
1988,   subjects   the  businesses   examined  to   large  back  tax 


'  References  to  Section  530  or  subsections  thereof  refer 
to  the  Revenue  Act  of  1978,  Pub.  L.  No.  95-600,  §  530,  92  Stat. 
2763  (1978)  . 

^  House  Comm.  on  Government  Operations,  "Improving  the 
Administration  and  Enforcement  of  Employment  Taxes,"  H.R.  Doc.  No. 
1060,  102d  Cong.,  2d  Sess.  26  (1992). 
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assessments  due  to  the  difficulty  in  applying  the  I.R.S.' 
"confusing  20  factor  worker  classification  test  and  their  inability 
to  avail  themselves  of  section  530 's  protection,  such  as 
establishing  the  elements  of  proof  of  a  long-standing  significant 
industry  practice  of  using  independent  contractors." 

ARDA  believes  that  this  Committee's  efforts  to  redirect  the 
I.R.S.  enforcement  effort  on  the  $20  billion  tax  gap  associated 
with  underreported  income  of  self-employed  individuals  rather  than 
the  $2  billion  tax  gap  associated  with  underreported  income  of 
misclassif ied  workers  is  sound.  Similarly,  ARDA  endorses  this 
Committee's  finding  that  the  basic  rules  of  Section  530  are  sound. 
What  is  not  satisfactory  is  the  I.R.S.'  present  administration  of 
those  rules.  The  sections  that  follow  detail  the  positions  the 
Service  aggressively  has  been  asserting  contrary  to  the  technical 
language  and  explicit  legislative  history  of  Section  530.  Those 
positions  signify  an  intent  not  to  enforce  or  administer  the 
current  law  and  a  substantial  failure  to  implement  Congress' 
liberal  enforcement  mandate. 


II.   The  Escperience  of  ARDA*s  Members  with   the   Independent 
Contractor  Issue. 

The  recreational  properties  developed  and  operated  by  ARDA's 
members  are  sold  by  marketing  agents,  many  of  whom  are  engaged  as 
independent  contractors.  Industry  members  almost  uniformly  pay 
their  marketing  agents  on  a  commission  basis.  While  the  level  of 
control  exerted  by  ARDA  members  over  its  independent  contractor 
marketing  agents  varies,  most  ARDA  members  exercise  little  control 
over  the  method  of  sales  technique  other  than  to  require  compliance 
with  applicable  state  and  federal  laws. 

Many  of  ARDA's  members  have  faced  or  are  currently  facing 
claims  by  the  I.R.S.  that  their  marketing  agents  have  been 
misclassif ied  as  independent  contractors.  Their  experience  has 
been  that  the  Service  is  reluctant,  if  not  unwilling,  to  interpret 
Section  530  in  any  manner  that  might  be  favorable  to  taxpayers. 
The  examples  of  the  I.R.S.'  narrow  application  of  Section  530 
described  in  the  following  sections  are  representative  of  the 
difficulty  ARDA's  members  have  encountered  during  employment  tax 
audits.  Specifically,  the  Service  continually  advocates  legal 
positions  that  seem  to  prevent  any  realistic  chance  of  the  I.R.S. 
ever  conceding  a  Section  530  claim  during  the  audit  phase. 


Id.  at  9-10. 
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III.  Context  Provided  by  the  Legislative  History  of  Section  530. 

Section  530  provides  relief  for  qualified  taxpayers  who  become 
involved  in  disputes  as  to  whether  certain  workers  treated  as 
independent  contractors  should  be  reclassified  as  employees  for 
federal  employment  tax  and  withholding  purposes.  Section  530(a)  (1) 
provides  the  following: 

If- 

(A)  for  purposes  of  employment 
taxes,  the  taxpayer  did  not  treat  an 
individual  as  an  employee  for  any 
period,  and 

(B)  in  the  case  of  periods  after 
December  31,  1978,  all  Federal  tcux 
returns  (including  information 
returns)  required  to  be  filed  by  the 
taxpayer  with  respect  to  such 
individual  for  such  period  are  filed 
on  a  basis  consistent  with  the 
taxpayer's  treatment  of  such 
individual  as  not  being  an  employee, 
then,  for  purposes  of  applying  such 
taxes  for  such  period  with  respect 
to  the  taxpayer,  the  individual 
shall  be  deemed  not  to  be  an 
employee  unless  the  taxpayer  had  no 
reasonaJale  basis  for  not  treating 
such  individual  as  an  employee. 
(Emphasis  added.) 

Section  530(a)(2)  provides,  as  follows,  three  safe  harbors 
under  which  a  taxpayer  will  be  treated  as  having  a  reasonable  basis 
for  not  treating  an  individual  as  an  employee: 

STATUTORY  STANDARDS  PROVIDING  ONE 
METHOD  OF  SATISFYING  THE 
REQUIREMENTS  OF  PARAGRAPH  ( 1 ) -  For 
purposes  of  paragraph  (1)  ,  a 
taxpayer  shall  in  any  case  be 
treated  as  having  a  reasonable  basis 
for  not  treating  an  individual  as  an 
employee  for  a  period  if  the 
taxpayer's  treatment  of  such 
individual  for  such  period  was  in 
reasonable  reliance  on  any  of  the 
following: 

(A)   judicial  precedent,  published 
rulings,   technical   advice   with 
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respect  to  the  taixpayer,  or  a  letter 
ruling  to  the  taxpayer; 

(B)  a  past  Internal  Revenue  Service 
audit  of  the  taxpayer  in  which  there 
was  no  assessment  attributable  to 
the  treatment  (for  employment  tax 
purposes)  of  the  individuals  holding 
positions  substantially  similar  to 
the  position  held  by  this 
individual ;  or 

(C)  long-standing  recognized 
practice  of  a  significant  segment  of 
the  industry  in  which  such 
individual  was  engaged. 

In  addition,  a  taxpayer  who  fails  to  meet  one  of  those  three  safe 
harbors  nevertheless  is  entitled  to  Section  530  protection  "unless 
the  taxpayer  had  no  [other]  reasonable  basis  for  not  treating  such 
individual  as  an  employee."' 

Section  530  was  specifically  intended  to  eliminate 
controversies  between  the  I.R.S.  and  businesses  which  arose  from 
the  difficulties  inherent  in  applying  the  20  common  law  factors 
which  the  I.R.S.  utilizes  in  determining  whether  a  worker  is  an 
employee  or  independent  contractor  under  the  common  law.  As  the 
following  makes  clear,  the  legislative  history  unequivocally 
reflects  the  intent  that  Section  530  be  applied  to  terminate 
controversies  during  audits. 

The  committee  believes  that  it  is 
appropriate  to  provide  interim  relief  for 
taxpayers  who  are  involved  in  employment  tax 
status  controversies  with  the  Internal  Revenue 
Service,  and  who  potentially  face  large 
assessments,  as  a  result  of  the  Service's 
proposed  reclassifications  of  workers,  .  .  . 


Termination  of  employment  tax  liabilities 
under  the  bill  is  made  available  to  taxpayers 
who  are  under  audit  by  the  Internal  Revenue 
Service  or  who  are  involved  in  administrative 
or  judicial  processes  with  respect  to 
assessments  based  on  employment  status 
reclassifications.  Relief  also  is  extended  to 
any  claim  for  a  refund  or  for  a  credit  of  any 


See  Section  530(a) (l)  of  the  Revenue  Act  of  1978, 
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overpayment  of  an  employment  tax  resulting 
from  the  proposal's  termination  of  liability, 
provided  the  claim  is  not  barred  on  the  bill's 
date  of  enactment  by  any  law  or  rule  of  law/ 

The  legislative  history  of  the  Revenue  Act  of  1978 
additionally  provides  that  Section  530 's  "reasonable  ^basis'" 
standard  be  construed  liberally  in  favor  of  the  taxpayer.'  This 
Congressional  mandate  to  construe  Section  530  liberally  in  favor 
of  the  taxpayer  has  been  routinely  embraced  by  the  courts  in 
niimerous  decisions.'  It  also  has  been  officially  adopted  by  the 
Service.' 

As  originally  enacted.  Section  530  terminated  employment  tax 
liabilities  of  qualified  taxpayers  for  periods  ending  before  the 
beginning  of  1980.  It  since  has  been  extended  three  times  by 
Congress,  most  recently  by  the  Tax  Equity  and  Fiscal  Responsibility 
Act  of  1982,  which  indefinitely  extended  this  relief  provision 
until  such  time  as  Congress  acts  in  the  future.'  The  extension  of 
the  relief  no  less  than  three  times  underscores  Congressional 
intent  that  relief  continue  to  be  made  available  during  the  course 
of  audits,  and  that  Section  530  be  interpreted  liberally  in  favor 
of  taxpayers . 


'     H.R.  Rep.  No.  95-1748,  95th  Cong.,  2d  Sess .  4-6  (1978). 
'     Id.  at  5. 

'  See,  e.g. .  Lambert's  Nursery  and  Landscaping.  Inc.  v. 
United  States.  894  F.2d  154  (5th  Cir.  1990)  (taxpayer  reasonably 
relied  on  a  prior  audit  even  though  workers  at  issue  were  engaged 
in  a  different  industry  than  those  involved  in  the  prior  audit) , 
and  General  Investment  Corp.  v.  United  States.  823  F.2d  337  (9th 
Cir.  1987)  (mining  company  entitled  to  reliance  on  "industry 
practice"  of  small  mining  companies  in  its  county) .  See  also 
Ridgewell's.  Inc.  v.  United  States.  655  F.2d  1098  (Ct.  CI.  1981); 
Timms  v.  United  States.  80-2  USTC  1  9614  (D.  Ariz.);  The  American 
Institute  of  Family  Relations  v.  United  States.  79-1  USTC  1  9364 
(CD.  Cal.  1979)  . 

'     Revenue  Procedure  85-18,  1985-1  C.B.  518. 

'     Pub.  L.  No.  97-248,  §  269(c),  96  Stat.  324,  552. 
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IV.   Examples  of  Internal  Revenue  Service  Enforcement  Abuse. 

A.    Roadblocks  to  the  Availability  of  Section  530  Relief  in 
General . 

1.    Concession  of  En^loyee  Status  as  a  Precondition  to 
Relief. 

The  Service  recently  and  repeatedly  has  taken  the  position  in 
field  examinations  and  in  litigation  that  a  taxpayer  must  concede 
a  determination  that  the  workers  in  question  were  employees  under 
the  common  law  before  Section  530  relief  is  available.  That 
position  is  exactly  opposite  to  both  the  explicit  instruction  to 
make  relief  available  during  audits  and  to  any  conceivable  measure 
of  liberality. 

For  excimple,  a  U.S.  District  Court  case  resoundingly  refuted 
the  government's  contention  that  a  precondition  for  applying  the 
relief  afforded  by  Section  530  was  a  final  determination  that  the 
workers  in  question  were  employees  under  the  common  law.'°  The 
taxpayers  were  nonprofessional,  business  corporations  that 
maintained  facilities  where  dentists  conducted  their  practice  and 
were  treated  as  independent  contractors.  Prior  to  contracting  with 
any  dentist,  the  corporations'  president  spoke  with  counsel  of  the 
Pennsylvania  Dental  Board  who  informed  him  that  the  Dental  Board 
would  consider  it  illegal  under  Pennsylvania  law  for  a  non- 
licensed  business  corporation  to  enter  into  an  employer/employee 
relationship  with  a  licensed  dentist  and  that,  accordingly,  the 
dentist  must  be  treated  as  an  independent  contractor. 
Consequently,  the  plaintiff  corporations  relied  on  that  advice  and 
consistently  treated  the  dentists  as  such. 

The  court  stated  as  follows: 

Section  530  was  designed  explicitly  to 
eliminate  the  need  for  courts  to  engage  in  the 
balancing  of  complex  factual  issues  in 
determining  whether  an  individual  is  an 
independent  contractor  or  an  employee  under 
common  law.  H.R.  Rep.  No.  95-1748,  95th 
Cong.,  2d  Sess.  (1978);  Donovan  fv.  Tastee 
Freez  (Puerto  Rico).  Inc..  520  F.  Supp.  899] , 
903.  Thus,  the  threshold  inquiry  is  whether 
under  the  facts  plaintiffs  are  entitled  to 
claim  relief  under  Section  530." 


10 


Oueensqate  Dental  Family  Practice.  Inc.  V.  United  States. 


91-2  USTC  1  50,536  (M.D.  Pa.  1991) 
"    Id.  at  90,038, 
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In  addition,  the  court  determined  that  the  plaintiff 
corporations'  reliance  upon  the  word  of  counsel  for  the  Dental 
Board  was  a  reasonable  basis  under  Section  530  to  avoid  paying 
withholding  employment  taxes.  The  government  had  suggested  that 
the  dentists  could  just  have  easily  been  treated  as  employees  by 
altering  the  corporations  from  business  to  professional  entities 
under  Pennsylvania  law.  The  government  contended  that  the 
treatment  of  the  dentists  as  independent  contractors  was  merely  a 
matter  of  business  convenience.  The  court  specifically  found  that 
the  I.R.S.  failed  to  understand  Congress'  intent,  stating  as 
follows: 

We  conclude  that  defendant  has  misconstrued 
Congress'  intent  in  enacting  Section  530. 
Section  530  does  not  require  taxpayers  to 
structure  a  corporation  in  a  way  that  would 
qualify  workers  as  employees.  Rather,  the 
inquiry  is  simply  whether  a  taxpayer's  beliefs 
and  decisions  regarding  his  treatment  of 
individuals  as  either  employees  or  independent 
contractors  were  reasonable  and  made  in  good 
faith." 

2.    Additional  Precondition  to  Satisfaction  of  the 
Reasonable  Basis  Standard. 

Similarly,  government  attorneys  have  taken  the  position  in 
litigation  that  a  taxpayer  who  does  not  satisfy  one  of  three 
explicit  safe  harbor  provisions  provided  by  Section  530(a)(2) 
cannot  avail  itself  of  the  statutory  relief  with  respect  to 
reclassification  of  its  workers  unless  its  workers  were  reasonably 
classified  as  independent  contractors  under  the  common  law. 
Contrary  to  the  position  advocated  by  the  government's  attorneys, 
the  safe  harbors  are  merely  exemplary  and  not  exclusive  as  to  the 
satisfaction  of  the  overall  reasonable  basis  test  of  Section  530. 
The  plain  statutory  language  of  Section  530  specifies  that  the  safe 
harbors  are  "STATUTORY  STANDARDS  PROVIDING  ONE  METHOD  OF  SATISFYING 
THE  REQUIREMENTS  OF  [SECTION  530(a) (1)] ."  (Emphasis  added.)  Thus, 
the  safe  harbors  clearly  are  not  the  only  method  of  satisfying  the 
"reasonable  basis"  standard  of  Section  530.  Nor,  however,  is  there 
any  language  limiting  the  scope  of  the  other  methods  that  might 
satisfy  Section  530. 

The  government's  attorneys  argued  that  the  taxpayer's  position 
was  not  grounded  in  either  the  common  law  or  Section  530.  On  the 
contrary,  the  taxpayer's  position  was  entirely  consistent  with  the 
plain  meaning  of  Section  530  and  has  been  followed  in  the  courts 


Id. 
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and  by  the  Service,'^  but  also  has  been  documented  by  other 
government  authority.  For  instance,  in  a  1989  report  to  Congress, 
the  General  Accounting  Office  stated: 

Section  530  protects  employers  from  I.R.S. 
reclassification  if  they  have  a  reasonable 
basis  for  classifying  employees  as  independent 
contractors,  such  as  (1)  any  past  I.R.S.  audit 
that  did  not  successfully  challenge  their 
classification  practices  involving  similar 
individuals,  (2)  an  established  long-standing 
recognized  industry  practice,  or  (3)  an  I.R.S. 
revenue  ruling,  a  private  letter  ruling  issued 
to  the  taxpayer,  or  a  judicial  precedent. 
Further,  employers  may  claim  such  protection 
if  they  can  show  some  other  reasonable  basis 
for  their  classifications.   (Emphasis  added.) 

Consequently,  all  an  employer  need  demonstrate  is  "some  other 
reasonable  basis."  That  position  also  is  reflected  by  a  District 
Court  opinion,'^  which  stated  that  the  inquiry  with  respect  to  the 
application  of  the  reasonable  basis  language  of  Section  530(a)  (1) 
"is  simply  whether  a  taxpayer's  beliefs  and  decisions  regarding  his 
treatment  of  individuals  as  either  employees  or  independent 
contractors  were  reasonable  and  made  in  good  faith.""" 

The  Service's  narrow  reading  and  application  of  the  reasonable 
basis  language  of  Section  530(a)(1)   is  directly  contrary  to 


'^  The  IRS  has  held  that  Section  530(a)  (1)  applies  in 
situations  where  there  has  been  no  satisfaction  of  either  the 
common  law  test  or  any  of  the  Section  530  safe  harbors.  For 
example,  the  IRS  expressly  applied  Section  530(a)  (1)  to  a  corporate 
successor  of  a  sole  proprietorship  where  the  proprietorship 
previously  had  been  audited  by  the  IRS.  Revenue  Ruling  83-152, 
1983-3  C.B.  172.  The  IRS  found  that  the  prior  audit  of  a  taxpayer 
other  than  the  business  that  was  having  the  employment  status  of 
its  worlcers  questioned  provided  the  business  with  a  basis  for 
Section  530  relief  independent  of  the  prior  audit  safe  harbor. 

United  States  General  Accounting  Office,  Tax 
Administration  -  Information  Returns  Can  Be  Used  to  Identify 
Employers  Who  Misclassify  Workers.  Report  to  the  Chairman, 
Subcommittee  on  Commerce,  Consumer,  and  Monetary  Affairs,  Committee 
on  Government  Operations,  House  of  Representatives,  at  7,  GAO/GGD- 
89-107  (Sept.  1989)  . 


supra. 


Queensgate  Dental  Family  Practice.  Inc.  v.  United  States. 
"    Id.  at  90,038. 
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Congressional  intent.  Section  530  was  not  suppose  to  force 
taxpayers  to  go  to  court  for  a  determination  that  their  judgment 
in  classifying  workers  was  reasonable  and  that  the  I.R.S.  failed 
to  understand  the  intent  of  Congress. 

3 .    General  Refusal  to  Resolve  Audits  on  Examination. 

The  Service's  general  attitude,  reflected  above,  on  the 
availability  of  Section  530  relief  has  resulted  in  the  outright 
refusal  of  District  Offices  to  submit  controversies  to  the  National 
Office  for  resolution  on  a  number  of  procedural  and  substantive 
issues.  It  is  entirely  inexplicable  and  certainly  curious  as  to 
why  such  delays  in  resolving  controversies  at  a  pre -appeals  stage 
are  tolerated. 

Such  determinations  might  be  appropriate  if  the  District 
Offices  liberally  were  applying  Section  530  to  audit  cases  as  was 
specifically  intended  by  Congress,  the  I.R.S.  and  the  courts.  The 
I.R.S.  District  Offices  continue  to  apply  a  burden  of  proof 
standard  to  taixpayers  in  employment  tax  examinations  that  is 
inappropriate  for  Section  530.  Thus,  they  view  cases  as  disputes 
over  material  facts.  However,  a  District  Court  recently  stated  the 
correct  burden  to  be  borne  by  the  taxpayer  is  "a  substantial 
rational  basis  for  its  decision  to  treat  the  workers  as  independent 
contractors  in  order  to  prevail.""  In  commenting  on  that  standard, 
the  District  Court  noted  that  "logically,  the  burden  on  the 
taxpayer  must  be  some  quantum  more  than  the  IRS '  prima  facie 
showing  of  correctness,  but  less  than  a  preponderance.  Certainly, 
if  the  evidence  weighed  out  evenly,  then  under  such  a  standard  the 
taxpayer  would  prevail. " 

B.    Failure   to   Liberally   Administer   the   Long- Standing 
Recognized  Industrv  Practice  Safe  Harbor  of  Section  530. 

1.    Scope  of  the  Relevant  Industrv. 

Questions  have  arisen  in  employment  tax  controversies  over  the 
scope  of  the  relevant  industry  for  purposes  of  applying  the  long- 
standing treatment  safe  harbor  of  Section  530.  The  Service's 
failure  to  interpret  the  scope  of  the  relevant  industry  liberally, 
protracts  unnecessarily  employment  tax  controversies  that  Congress 
intended  be  resolved  during  audit. 


REAG.  Inc.  V.  United  States.  801  F.  Supp.  494,  500  (W.D. 
Okla.  1992)  . 

"  Id.  at  500,  n.*.   (Emphasis  added.) 
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In  General  Investment  Corp.  v.  United  States.'^  a  Court  of 
Appeals  did  have  occasion  to  consider  the  question  of  the  scope  of 
the  relevant  industry  for  purposes  of  applying  the  long-standing 
treatment  safe  harbor  of  Section  530.  The  case  provides  that  the 
taxpayer  may  define  the  industry  where  the  employer  "exercised  good 
faith  in  determining  whether  [its]  workers  were  employees  as 
independent  contractors"  and  identifies  the  industry  in  a  manner 
"sufficient  to  stimulate  the  kind  of  reliance  protected  by 
[Section]  530." 

The  government  had  argued  that  the  industry  in  which  the 
workers  were  engaged  should  be  defined  to  include  all  mining 
businesses  nationwide,  or,  that  it  should  include  all  small  mining 
concerns  that  process  and  extract  ore.  The  Court  disagreed  with 
both  of  these  government  positions,  noting  that  Section  530  did  not 
define  "industry,"  nor  did  that  provision's  legislative  history 
directly  indicate  how  Congress  intended  for  that  term  to  be 
interpreted.  Nonetheless,  the  Court  proceeded  to  seek  guidance 
from  Congress'  overall  purpose  in  passing  Section  530  as  follows: 

Without  question,  Congress  intended  to  protect 
employers  who  exercised  good  faith  in 
determining  whether  their  workers  were 
employees  or  independent  contractors.  Section 
530(a) (2) (C)  is  but  one  way  for  an  employer  to 
prove  it  had  a  "reasonable  basis"  for  not 
treating  its  workers  as  employees  for  tax 
purposes.  Rev.  Proc .  78-35  §  3.01,  1978-2 
C.B.  536. 


To  require  the  district  court  to  examine 
nationwide  mine  employment  practices  would  be 
cumbersome,  and  to  demand  such  a  showing  by  a 
small  operator  like  GIC  would  thwart 
congressional  intent.  Several  dozen  small 
mining  concerns  with  operations  similar  to  the 
Sunflower  Mine  exist  in  Gila  County,  a 
geographic  area  covering  4,400  square  miles. 
The  government  fails  to  provide  any 
substantial  reason  why  these  small  Gila  County 
metallic  mineral  mines  should  not  be  viewed  as 
a  discreet  industry  sufficient  to  stimulate 
the  kind  of  reliance  protected  by  S  530.  In 
light  of  the  provision's  curative,  "remedial 
character  which  responded  to  peculiar 
circumstances  of  past  deficiencies  [I.R.S.'] 
enforcement...  of  the  employment  tax  laws," 


823  F.2d  337  (9th  Cir.  1987) 
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Donovan  v.  Tastee  Freez  (Puerto  Rico).  Inc..  . 

520  F.  Supp.  899,  904  (D.P.R.  1981),  we 
conclude  that  the  district  court  appropriately 
interpreted  Section  530." 

That  court  properly  implemented  the  Congressional  directive  to 
interpret  Section  530  liberally. 

Nonetheless,  we  recently  witnessed  a  revenue  officer  who 
refused  to  ta)ce  cognizance  that  the  relevant  industry  is  defined 
by  a  state's  borders  where  there  is  evidence  that  over  90  percent 
of  the  taxpayer's  customers  were  residents  of  the  state  in 
question.  This  is  not  a  curative  or  remedial  interpretation  of  the 
law.  Even  the  Service  has  stated,  in  resolving  one  taxpayer's 
controversy,  that  "for  competitive  reasons,  small  geographic  areas 
generally  provide  the  most  appropriate  basis  for  evaluating  a 
particular  industry,  "  and  also  has  stated  that  it  is  "more 
appropriate  to  consider  the  area  in  which  the  taxpayer  competes  for 
customers,  rather  than  the  area  in  which  the  taxpayer  allegedly 
competes  for  [wor)cers]  .  "^'  Moreover,  the  Service  has  even 
recognized  that  the  geographic  area  in  which  a  taxpayer  competes 
is  "not  necessarily  the  entire  state."" 

2.    Interpretation  of  the  Word  "Slcmlf leant. " 

There  is  no  published  I.R.S.  guidance  interpreting  the  meaning 
of  "significant"  for  purposes  of  the  long-standing  practice  safe 
harbor  notwithstanding  the  fact  that  the  statute  has  been  in 
existence  for  over  15  years.  However,  the  Service's  interpretive 
position  is  indefensible  in  light  of  the  technical  language  of  the 
statute  and  the  Congressional  directive  to  interpret  Section  530 
liberally.  Although  there  is  no  official  guidance,  the  Service  has 
provided  an  indication  of  its  thinking  in  several  technical  advice 
memoranda.  In  two  Technical  Advice  Memoranda  issued  during  1987, 
the  Service  stated  the  following: 

With  respect  to  the  industry  practice  safe 
haven,  the  House  Committee  Report,  H.R.  Rep. 
No.  95-1748,  95th  Cong.,  2d  Sess .  5  (1978), 
1978-3  (Vol.  1)  C.B.  629,  633,  indicates  that 
this  test  requires  that  a  practice  be 
uniformly  conducted  by  enough  employers  to  be 
recognized  as  the  practice  of  a  significant 
segment  of  the  industry;  namely  all  of  the 


20 


Id.  at  340.   (Emphasis  added.) 
TAM  8733004  (Apr.  23,  1987). 
TAM  9033003  (May  2,  1990). 
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employers  in  the  segment  should  be  found  to  be 
part  ic  ipat  ing .  ^^ 

In  fact,  the  relevant  portion  of  the  legislative  history  cited 
by  the  Service  reads  as  follows: 

The  third  statutory  method  for  a  taxpayer  to 
establish  a  reasonable  basis  for  the  treatment 
of  an  individual  as  other  than  an  employee  is 
to  show  that  such  treatment  coincided  with  a 
long-standing,  recognized  practice  of  a 
significant  segment  of  the  industry  in  which 
the  individual  whose  status  is  at  issue  was 
engaged.  This  test  does  not  require  that  a 
practice  be  uniform  throughout  an  entire 
industry." 

There  is  no  reconciling  the  legislative  language  with  the 
Service's  enforcement  positions.  For  instance,  in  one 
administrative  proceeding,  the  Service  determined  that  60  percent 
was  not  sufficient  to  satisfy  the  significant  segment  requirement." 
The  Service  interpreted  its  fiction  that  "namely  all  of  the 
employers  in  the  segment  should  be  found  to  be  participating  in 
treating  their  workers  as  independent  contractors,"  and  did  find 
that  there  was  a  long-standing  recognized  practice  where 
"substantially  all"  of  an  industry  so  treated  its  members. ^^ 
However,  the  statute  does  not  say  "substantially  all." 

Congress  knew  what  it  was  doing  when  it  chose  the  word 
"significant."  "Substantially  all"  is  a  different  term  and  has 
been  interpreted  by  the  Service  to  mean  85  percent  or  more.' 


TAMs  8749001  (Feb.  10,  1987)  and  8733004  (Apr.  23,  1987). 

"    H.R.  Rep.  No.  95-1748,  95th  Cong.,  2d  Sess.  5  (1978). 
(Emphasis  added.)  ,,,  , 

"     TAM  8733004  (Apr.  23,  1987) . 

"     TAM  8749001  (Feb.  10,  1987). 

''  Treas.  Reg.  §  53 .  4942 (b) - 1 (c)   (defining  the  statutory 

term  "substantially  all,"  appearing  in  Internal  Revenue  Code 
section  4942  (j)  (3)  (A)  to  mean  85  percent  or  more  for  purposes  of 
measuring  a  distribution  requirement  for  being  an  operating 
foundation);  Rev.  Rul .  76-208,  1976-1  C.B.  161  (the  Service 
interpreted  its  own  use  of  the  term  "substantially  all"  in  Treas. 
Reg.  §  1 . 509 (a) -4 (i)  (3)  (iii)  (a)  ,  defining  an  income  distribution 
requirement  of  the  integral  part  test  for  certain  supporting 
charitable  organizations,  to  mean  85  percent  or  more) . 
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"Significant"  does  not  rise  to  that  level.  In  fact,  one  would 
think  that  it  would  be  less  than  "a  preponderance"  or  even  less 
than  "a  majority."  Even  the  Supreme  Court  recognizes  that 
significant  is  less  than  dominant.  The  Supreme  Court  commented 
generally  about  the  meaning  of  the  word  "significant"  in  a  tax  case 
concerned  with  whether  the  applicable  measure  in  determining 
whether  a  "bad  debt"  is  a  business  bad  debt  is  the  presence  of 
"dominant  motivation"  of  the  taxpayer  or  significant  motivation. 
"  [A]  significant  motivation  will  always  produce  an  affirmative 
answer  and  result  in  a  judgment  for  the  taxpayer."^* 

Congress  and  even  the  I.R.S.  have  interpreted  the  meaning  of 
"significant"  to  be  as  little  as  "5  percent  or  more"  in  other  tax 
contexts."  Given  the  Congressional  directive  to  interpret  Section 
530  liberally,  which  the  I.R.S.  has  embraced,  proper  construction 
of  the  long-standing  industry  practice  safe  harbor  should  find  the 
safe  harbor  to  be  satisfied  when  a  taxpayer  demonstrates 
percentages  that  are  three  or  four  times  as  great  as  5  percent.^" 
This  view  has  been  embraced  by  at  least  one  court.  A  District 
Court  commented  that  the  significant  standard  would  be  satisfied 
even  if  a  survey  of  the  relevant  industry  shows  that  as  few  as 
17.86%  of  the  industry  treated  its  workers  as  independent 
contractors.^' 


V.   No  Tax  Justification  for  I.R.S.  Enforcement  Poeition. 

The  I.R.S.'  present  enforcement  position  ignores  the  effect 
of  Section  124  of  the  Social  Security  Amendments  of  19  83"  which 
Congress  enacted  for  the  purpose  of  achieving  "parity  between 


^°    United  States  v.  Generes.  405  U.S.  93,  104  (1972). 

"  See  I.R.C.  §  613A(d) (3)  (that  section  defines 
"significant  ownership  interest"  in  connection  with  Internal 
Revenue  Code  section  613A's  provisions  relating  to  limitations  on 
percentage  depletion  for  oil  and  gas  wells) ;  Treas .  Reg.  §  6a.l03A- 
1(b)  (1)  (that  section  defines  a  mortgage  subsidy  bond  to  be  an 
obligation  which  is  a  part  of  an  issue  where  a  "significant  portion 
of  the  proceeds"  are  used  for  purposes  of  providing  mortgages  on 
owner -occupied  residences) , 

^  See  Revenue  Procedure  85-18,  1985-1  C.B.  518. 

^'  REAG.  supra  at  499  (noting  that  a  survey  showing  that  15 
of  20  respondents  used  independent  contractors  would  have  satisfied 
the  significant  standard  even  if  all  64  of  the  companies  that  did 
not  respond  to  the  survey  had  used  employees  (15  of  84  is  17.86%)) . 

'^    Pub.  L.  No.  98-21,  §  124,  97  Stat.  89-91  (1983). 
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employees  and  the  self-employed.""  Before  1983,  combined  PICA 
rates  for  the  self-employed  were  less  than  they  were  for  employees. 
The  rates  were  made  equal  in  1984,  and  since  1990  the  credit  the 
self-employed  were  allowed  for  SECA  tax  paid  was  changed  to  a 
deduction  similar  to  that  which  employers  have  for  PICA  taxes  paid 
for  employees. 

The  I.R.S.  is  pursuing  companies  who  reasonably  engage 
independent  contractors  as  though  it  is  the  companies  who  are  at 
fault  for  any  loss  in  revenue  caused  by  the  failure  of  the  self- 
employed  to  accurately  report  or  even  file  their  income  taxes. 
However,  as  long  as  the  I.R.S.  is  matching  Porms  1099  against 
income  reported  by  the  recipients,  there  is  no  compliance  basis  for 
its  extraordinary  antipathy  toward  independent  contractors. 

VI.   Conclusion. 

The  Service  has  continued  to  flout  the  Congressional  directive 
to  interpret  Section  530  liberally.  The  repeated  roadblocks  it  has 
placed  before  taxpayers  who  are  entitled  to  Section  530  relief 
should  provide  bases  upon  which  taxpayers  will  be  able  to  obtain 
attorneys'  fees  for  administrative  and  court  costs.  Internal 
Revenue  Code  section  7430  provides  that  such  fees  may  be  available 
where  it  is  established  that  the  position  of  the  Service  was  not 
substantially  justified.  In  finding  attorneys'  fees  to  be 
appropriate,  one  court  found  that  the  "United  States  obviously 
overplayed  its  hand  in  a  transparent  attempt  to  force  settlement 
prior  to  trial.""  Certainly,  this  is  strong  evidence  that  the 
Service's  present  administrative  policy  toward  Section  530  has  no 
justification. 

Although,  the  Service's  positions  are  not  being  sustained  by 
the  courts,  the  Congressional  enactment  of  Section  530  was  supposed 
to  diminish  the  burdens  and  costs  on  qualified  taxpayers  who  face 
an  assertion  by  the  I.R.S.  of  misclassifying  workers.  The  liberal 
enforcement  directive  should  have  made  the  Service  aggressively 
seek  quick  resolution  at  the  audit  level  rather  than  aggressively 
seek  to  litigate  employment  tax  controversies  where  the  taxpayer 
has  a  colorable  Section  530  argument. 

I  encourage  this  Committee  and  your  other  colleagues  in  the 
Congress  to  undertake  effective  steps  to  insure  that  the  Service 
faithfully  implements  the  liberal  enforcement  mandate  of  Section 


H.R.   Rep.   No.   98-47,   98th  Cong.,   1st  Sess .   125-126 
(1983)  . 

REAG.  Inc.  v.  United  States.  1993  U.S.  Dist.  LEXIS  3656, 
at  ^5  (W.D.  Okla.  March  8,  1993)  . 
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530.    I  commend  you  for  your  interest  in  this  issue  of  great 
importance  particularly  to  small  businesses  throughout  the  Country. 
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Mr.  Spratt.  Would  there  be  any  way  to  streamline  the  private 
letter  ruling  process?  Now,  I  know  it  is  a  complicated  process,  usu- 
ally you  have  to  present  a  certain  fact  situation  and  argue  the  law 
and  everything.  Couldn't  a  form  where  you  check  off  indicia  of 
independent  contractor  status  and  simply  submit  it  for  a  routine 
review  be  used? 

Mr.  KlES.  Mr.  Chairman,  I  think  the  difficulty  with  that  is  that 
the  private  letter  ruling  process  generally  is  intended  to  apply  to 
20  common  law  factors.  There  is  almost  no  uniformity  in  terms  of 
how  those  20  common  law  factors  apply  in  an  individual  case.  It 
is  very  much  a  Judgment  decision. 

I  think  a  point  that  is  important  to  emphasize  here,  that  has 
been  alluded  to  but  not  specifically  addressed,  is  that  the  tax  treat- 
ment of  a  person  working  as  an  independent  contractor  versus  a 
person  working  as  an  employee  is  pretty  close  to  equivalent  under 
today's  law.  Before  the  1986  Tax  Reform  Act,  back  in  the  1970's, 
early  1980's,  the  tax  treatment  of  an  independent  contractor  was 
substantially  more  generous  than  that  of  an  employee. 

Today,  the  tax  treatment  is  pretty  equivalent.  That  is  not  to  say 
it  is  identical,  but  it  is  pretty  equivalent.  So  I  think  what  the  Serv- 
ice ought  to  be  doing  is  pursuing  enforcement  for  taxpayers  that 
get  1099's,  making  sure  that  they  are  matching  1099's  against  re- 
turns. 

We  have  heard  testimony  from  the  Service  that  says  where  the 
1099  is  issued,  compliance  is  as  high  as  97  percent  for  independent 
contractors.  And  so  it  is  not  clear  to  me  that  there  is  a  big  compli- 
ance problem  on  classification,  rather  it  sounds  to  me  like  the  prob- 
lem is  not  getting  adequate  information  reporting;  and  that  is  part 
of  what  5011  is  intended  to  address. 

I  don't  believe  there  really  is  a  significant  problem  on  classifica- 
tion any  longer;  and  what  the  Service  should  be  doing  is  moving 
in  the  compliance  direction  and  making  sure,  whether  it  is  an  inde- 
pendent contractor  or  an  employee,  that  they  are  reporting  income 
on  their  tax  return. 

Mr.  Spratt.  Thank  you  very  much,  Mr.  Kies.  And  forgive  me  for 
overlooking  you.  I  am  sorry. 

Mr.  KlES.  That  is  quite  all  right. 

Mr.  Spratt.  Mr.  Cox. 

Mr.  Cox.  Thank  you  very  much.  I  wonder  if  I  might  address  a 
question  to  the  entire  panel,  and  each  of  you  might  respond  in  your 
own  wav. 

All  of  the  analysis  that  has  preceded  the  subject  has  tended  to 
start  with  the  Internal  Revenue  Code  and  work  backwards  to  the 
effect  on  employees  and  employers.  I  would  like  to  have  us  think 
about  this  for  a  moment  the  other  way  around.  Think  about  what 
you  would  do  if  you  were  writing  a  new  statute,  not  just  tinkering 
with  the  regulations,  not  talking  about  530,  for  example,  as  it  pres- 
ently exists.  But  you  could  write  a  new  statute  that  would  direct 
the  IRS  in  its  behavior;  and  your  object  was  to  encourage,  not  to 
penalize  self-employment,  your  object  was  to  create  jobs  and  to 
stimulate  people  starting  and  owning  their  own  proprietorships. 
What  would  you  do  to  the  Internal  Revenue  Code  to  make  that 
happen  if  you  could  be  very  specific  in  requiring  the  IRS  to  do  var- 
ious things  to  achieve  that  objective? 
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Why  don't  we  just  proceed  from  my  left  to  my  right  with  Ms. 
Grau  first? 

Ms.  Grau.  I  think  it  would  be  very  important  to  reevaluate  and 
redefine  the  tool  that  is  utilized  to  determine  the  classification  of 
worker.  The  tool  currently  used,  the  20-question  common  law  test, 
is  such  a  subjective  tool  that  unless  we  can  define  some  specific  pa- 
rameters, both  the  Internal  Revenue  Service  and  the  business 
owner  is  often  at  a  loss  as  to  what  the  workers  truly  are,  based  on 
that  evaluation  of  the  tool. 

Mr.  Cox.  I  am  glad  to  hear  you  say  that,  because  I  think  that 
is  exactly  what  we  need  to  do  as  legislators.  If  we  are  to  learn  from 
vour  profession,  what  specific  statutory  tests  would  we  include  to 
nelp  us  in  your  profession  to  distinguish  one  from  the  other? 

Ms,  Grau.  I  think  that  my  profession  could  be  likened  to  many 
other  professions,  and  I  think  that  the  focus  probably  would  be  on 
the  control  issue  and  that  the  professional  nurses  function  autono- 
mously and  not  under  the  control  or  direction  of  someone  else. 
Therefore,  I  think  the  emphasis  would  probably  be  the  control 
issue. 

Mr.  Cox.  Now,  control  and  direction  are  reasonably  subjective.  Is 
there  anything  that  you  might  use  as  a  seat-of-the-pants  test  to  de- 
termine whether  or  not  that  more  subjective  measure  has  been  es- 
tablished? 

Ms.  Grau.  Yes.  It  could  be  something  in  terms  of  a  licensure 
process  or  the  regulatory  body  that  issues  the  guidelines  for  the 
profession.  In  nursing,  for  instance,  nurses  are  licensed  in  each 
State  in  which  they  work,  and  they  work  under  the  State  Nurse 
Practice  Act.  And  that  defines  what  a  nurse  can  or  cannot  do.  So 
there  are  some  very  definitive  parameters  that  we  perhaps  can  look 
back  and  see  in  the  process  of  licensure,  the  process  of  regulation 
in  terms  of  how  that  professional  functions. 

Mr.  Cox.  OK  Ms.  Sumner. 

Ms.  Sumner.  Thank  you.  I  would  like  to  add  to  what  Ms.  Grau 
said  in  that  the  American  Nurses  Association  has  standards  of 
practice  which  guide  professional  nurses  in  their  practice. 

And  in  addition  to  the  common  law  tests,  I  think  that  it  is  impor- 
tant that  the  incentive  for  the  IRS  to  reclassify  the  worker  be 
taken  away  from  those  people  who  file  1099's  and  appropriately  re- 
port what  they  are  doing,  and  be  applied  more  stringently  to  those 
people  who  do  not  issue  1099's.  There  is  a  lot  of  evidence  to  show 
that  when  1099's  are  issued,  the  accurate,  reported,  taxable  income 
is  very  high.  And  when  1099's  are  not  issued,  then  compliance  goes 
down  significantly. 

Mr.  Cox.  All  right.  Thank  you. 

Mr.  McLaurin. 

Mr.  McLaurin.  That  is  a  great  question,  and  my  answer  is  going 
to  really  do  what  you  said  and  that  is  forget  there  is  an  IRS  Code; 
let's  pretend  we  are  starting  all  over,  what  would  we  do? 

The  first  thing  would  be  to  make  sure  we  had  good  reporting  of 
payments  to  people,  whether  they  are  employees  or  independent 
contractors,  and  that  the  Service  and  the  Government  know  who 
got  how  much.  I  mean,  that  would  be  the  keystone  of  it. 

Beyond  that,  to  be  honest  with  you,  at  least  in  our  industry,  I 
think  it  ought  to  be  left  up  to  a  large  degree  to  how  the  individual 
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wants  to  work.  We  have  a  lot  of  people  in  our  business  who  simply 
want  to  be  independent  contractors.  I  am  sorry  Mr.  Shays  had  to 
leave,  but  some  of  the  questions  seemed  to  indicate  that  this  was 
always  a  ploy  by  the  employer  to  try  to  take  advantage  of  the 
worker.  I  say  there  may  be  cases  of  that,  I  don't  know,  but  in  our 
industry,  that  just  isn't  the  way  it  is. 

In  our  industry,  we  earn  more  profits  on  projects  that  are  staffed 
by  employees  than  we  used  to  earn  when  we  used  independents. 
We  don't  use  independents  anymore,  but  one  of  the  good  parts  of 
that  is  that  our  profitability  has  gone  up.  The  people  who  are  work- 
ing as  employees  make  less  because  independent  contractors  nego- 
tiate. And  they  come  in  and  they  say,  look,  throw  out  benefits, 
don't  put  a  value  on  that  stuff,  let's  you  and  I  negotiate  a  business 
deal  here,  and  then  I  will  take  care  of  myself.  And  I  think  there 
are  a  lot  of  people  that  don't  realize  that  there  are  some  people  who 
value  that  ability  to  negotiate,  that  ability  to  get  out  in  the  market- 
place and  set  the  price  for  their  work,  and  get  that  price,  and  then 
go  do  what  they  want  to  do  with  the  money. 

And  so  I  wouldn't  worry  so  much  about  whether  they  are  employ- 
ees or  whether  they  are  independent  contractors.  I  would  worry 
that  the  Government  knows,  because  I  am  not  in  favor  of  tax 
cheating.  I  pay  my  taxes,  I  want  everybody  else  to  pay  their  taxes; 
and  if  the  Grovemment  knows  how  much  somebody  got,  then  they 
ought  to  be  able  to  get  the  money  from  them.  Beyond  that,  let  the 
people  do  it  like  they  want  to  do  it. 

It  seems  too  simple  to  me.  Somebody  comes  to  me  and  says,  I 
want  to  do  some  work  for  you,  but  I  don't  want  to  come  to  work 
for  you;  and  I  had  that  happen  last  week.  I  called  Harvey  Shulman 
and  said,  you  aren't  going  to  believe  what  just  dropped  into  my  of- 
fice; a  fellow  who  had  been  laid  off  by  a  major  Fortune  500  corpora- 
tion, a  computer  professional,  someone  referred  him  to  me  that  I 
might  tell  him  something  about  the  consulting  business.  He  comes 
into  my  office — I  have  never  seen  him  before — and  he  says,  I  have 
decided  my  company  did  me  a  favor.  They  have  given  me  the  op- 
portunity to  do  something  I  never  had  the  courage  to  do,  go  in  busi- 
ness for  myself.  So  I  want  to  be  an  independent  programmer,  com- 
puter analyst  type,  and  be  in  business  for  myself,  go  around  the 
country  wherever  I  can  find  the  work  and  do  it.  Would  your  com- 
pany act  as  one  company  who  would  be  more  or  less  a  marketing 
arm  for  me  and  find  me  work? 

And  I  said,  you  want  to  work  as  an  independent  contractor?  He 
said  yes.  I  said  no.  I  am  not  going  to  have  the  IRS  auditing  me 
because  I  sent  in  a  1099  on  somebody.  I  offered  him  an  employee 
job.  He  has  great  skills;  we  could  use  him  on  our  consulting  staff. 
I  offered  the  man  a  job,  and  as  I  understand  it — I  called  the  office 
yesterday;  as  I  understand  it,  he  is  debating  whether  to  go  back  in 
as  an  employee,  because  he  was  excited  about  being  able  to  be  in 
business  for  himself,  being  a  one-man,  independent  business.  And 
I  am  telling  you,  this  has  a  chilling  effect  on  people  like  that.  Why 
shouldn't  he  be  able  to  decide  what  he  wants  to  be? 

So  that  is  what  I  would  do.  Forget  whether  they  are  employees 
or  contractors,  as  long  as  their  taxes  or  their  payments  are  re- 
ported and  there  is  some  mechanism  set  up  for  getting  their  taxes. 
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Even  permit  some  withholding  on  them  if  they  agree  on  that — 
withhold  on  independent  contractors  that  agree. 

Mr.  Cox.  Just  as  a  subtext  to  the  illustration  that  you  give,  I 
note  that  in  other  parts  of  our  Government  policy,  we  are  inter- 
ested in  getting  companies  to  stagger  work  hours.  In  California,  we 
are  concerned  about  people  on  the  road  because  of  air  pollution; 
and  we  require  them  for  EPA  and  SEAQMB  purposes  to  spend 
enormous  amounts  of  money.  We  have  got  increasing  numbers  in 
the  work  force  and  we  need  to  come  up  with  a  family  of  flexible 
employment  policies;  independent  contracting  solves  a  lot  of  per- 
sonal needs  in  that  respect.  And  so  from  a  tax  standpoint,  what  we 
are  doing  is  frustrating  all  of  the  other  Government  policies  that 
we  are  trying  to  advance  on  the  left  hand,  which  doesn't  know 
what  the  right  hand  is  doing. 

Mr.  McLaurin.  Especially,  Mr.  Congressman,  in  the  high  tech 
area.  Again,  I  can't  speak  about  any  of  the  others  because  I  don't 
know;  but  in  the  high  tech  area,  it  is  especially  true  because  it  is 
so  easy.  Some  of  these  people  can  sit  in  their  home.  I  have  a  fellow 
who  works  for  me,  the  client  he  serves  is  in  California.  This  fellow 
lives  in  Raleigh.  He  is  hooked  up  with  a  modem;  he  does  the  work; 
and  he  sends  it  over  the  lines  to  California.  He  used  to  be  an  inde- 
pendent contractor.  He  has  been  working  for  me  a  long  time,  doing 
work  for  me.  In  1986  I  went  to  him  and  said,  I  will  no  longer  let 
you  work  that  way,  you  have  got  to  become  an  employee. 

He  hates  it.  But  that  is  what  he  has  got  to  be.  But  he  could  be 
working  for  10  different  companies  through  his  modem;  in  fact,  if 
he  does  some  moonlighting,  it  makes  absolutely  no  sense  for  me  to 
go  tell  that  fellow  he  has  got  to  be  an  employee. 

And  if  I  might  say — this  is  something  that  seems  elementary  to 
me — it  seems  to  astound  a  lot  of  people.  There  are  some  people  who 
want  benefits,  they  want  to  punch  the  clock,  and  they  want  to  get 
the  gold  watch  at  the  end  of  20  years.  God  bless  them,  that  is  fme. 
But  there  are  other  people  that  value  something  more  than  secu- 
rity. That  is  freedom.  That  is  a  big  word,  and  some  people  just 
want  to  be  free.  They  won't  worry  about  the  gold  watch;  they  will 
buy  their  own.  Most  of  the  independents  that  used  to  try  to  nego- 
tiate with  me  were  good  enough  negotiators  that  they  didn't  need 
to  worry  about  that. 

Mr.  Cox.  Mr.  Shulman. 

Mr.  Shulman.  I  am  just  going  to  second  what  Mr.  McLaurin 
said,  but  make  a  couple  of  smaller  points. 

On  the  issue  of  private  letter  rulings  that  give  guidance,  what 
the  IRS  did  not  tell  you.  Congressman,  is  that  the  private  letter 
ruling  requests  are  used  as  a  source  for  leads  on  doing  these  au- 
dits. So  you  talk  about  trying  to  encourage  people  to  get  guidance. 

Mr.  Spratt.  Well,  from  what  we  heard  you  say,  so  are  the  1099's, 
so  there  is  an  implicit  penalty  in  being  in  compliance  with  the  law 
and  filing  a  1099.  It  is  likely  to  be  second  guessed. 

Mr.  Shulman.  That  is  absolutely  true,  but  the  1099  is  at  least 
for  tracing  the  revenue  and  the  income.  For  the  honest  taxpayer 
who  goes  to  the  IRS  and  says,  I  really  want  a  clarification  of  this 
worker's  status,  here  is  a  request  for  a  private  letter  ruling,  that 
taxpayer  is  probably  going  to  find  him  or  herself  under  audit  for 
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seeking  that  advice  sometime  down  the  road.  It  is  a  specific  ap- 
proach they  use. 

On  the  issue  of  revenue  ruHngs  as  guidance:  There  has  been  one 
revenue  ruHng  in  15  years.  It  was  interesting.  I  heard  the  IRS  say 
they  want  you  to  repeal  the  part  of  530  that  prohibits  them  from 
issuing  more  revenue  ruHngs  because  taxpayers  are  going  to  get 
guidance  from  revenue  ruHngs.  Because  of  section  1706,  the  restric- 
tion against  revenue  ruhngs,  among  other  things  with  the  rest  of 
the  safe  harbor,  was  repealed  for  the  technical  services  industry.  In 
1987  the  IRS  issued  a  revenue  ruling  to  the  technical  services  in- 
dustry on  the  20  questions. 

I  will  tell  you  that  we  went  to  the  IRS  before  they  issued  that 
ruling  and  pleaded  with  them  to  use  realistic  fact  patterns  in  that 
ruling,  to  tell  it  really  like  it  is  in  these  circumstances — if  a  worker 
is  an  employee,  or  if  he  or  she  is  an  independent — and  we  would 
live  with  the  consequences.  What  came  out  in  that  revenue  ruling 
was  a  piece  of  garbage.  When  you  talk  to  IRS  auditors — and  I  have 
done  about  30  audits  in  the  last  couple  of  years — they  say  to  you, 
"Revenue  Ruling  87-41,  that  didn't  do  anything.  We  don't  know 
what  it  meant." 

The  fact  patterns  in  that  revenue  ruling  are  so  unusual,  we  went 
back  to  the  IRS  and  said,  why  did  you  use  an  example  where  the 
worker  was  an  independent  contractor  where  the  facts  have  no 
basis  in  reality?  The  response  we  got  from  the  individual  at  the 
IRS  was  that  "We  were  told  by  higher-ups  at  the  IRS  if  we  used 
a  fact  pattern  that  was  realistic,  that  businesses  would  start  orga- 
nizing their  operations  in  accordance  with  that  fact  pattern  and 
that  would  encourage  people  to  work  as  independent  contractors. 
And  we  don't  want  to  do  that  at  the  IRS." 

So  the  only  example  since  1978  of  a  revenue  ruling  that  has  ever 
been  issued  is  revenue  ruling  87—41.  If  that  is  what  the  IRS  is 
going  to  do  when  they  get  530  changed,  you  have  got  to  take  a  seri- 
ous Took  at  that.  In  that  case.  Senator  Moynihan — who  introduced 
section  1706,  by  the  way — ^reacted  to  the  revenue  ruling  by  intro- 
ducing a  bill  to  repeal  1706  because  he  himself  believed  that  the 
IRS  efforts  to  clear  up  worker  status  through  a  revenue  ruling  in 
the  computer  industry  was  totally  inadequate. 

In  closing,  I  would  come  back  to  Congressman  Cox's  question  on 
a  nonlegal  level.  I  recently  saw  Will  Rogers  Follies  in  New  York; 
I  wish  I  could  remember  his  better  lines,  but  one  of  his  lines  really 
wasn't  political,  but  it  was  a  human  line.  He  said,  "You  know,  if 
you  really  want  to  understand  a  person,  don't  look  in  his  eyes. 
Stand  behind  him  and  look  at  what  he  is  looking  at,  and  you  will 
really  know  that  person." 

The  stories  that  you  are  hearing  here  of  what  Ms.  Grau  and  oth- 
ers have  been  through  are  just  the  tip  of  the  iceberg.  What  the  IRS 
is  doing  to  people  out  there  is  making  small  businesses  and  honest 
independent  contractors  hemorrhage.  And  we  sit  here  and  we  can 
debate  these  things  all  that  we  want  and  we  can  listen  to  the  IRS 
bureaucrats  come  in  here  in  good  faith  and  tell  us  about  how  we 
need  more  time  for  this,  we  need  to  do  that.  You  sit  where  those 
other  people  sit  and  look  at  what  they  are  going  through,  and  you 
will  see  you  cannot  wait  another  year,  you  cannot  wait  another 
month.  You  have  got  to  do  something  reasonably  soon,  because  the 
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system  is  upside-down  and  paradoxical;  and  while  a  bill  like  5011 
may  not  be  the  best  bill  in  the  world,  it  is  a  hell  of  a  lot  better 
than  the  misery  that  people  are  going  through  now. 

Mr.  Cox.  Thank  you  very  much. 

Mr.  Day. 

Mr.  Day.  First  of  all,  Mr.  Cox,  I  want  to  thank  you  for  starting 
with  the  ladies  at  that  end.  I  feared  that  you  might  go  alphabetical 
and  I  would  have  to  go  first.  I  would  like  to  answer  both  your  ques- 
tion and  Mr.  Shays',  if  I  may,  very  briefly. 

Mr.  Shays'  comment  before  you  came  in  was  directed  at  the  cost 
differential  between  using  independent  contractors  and  employees. 
My  firm  uses  both  independent  contractors  and  employees  to  pro- 
vide similar  functions.  We  treat  them  differently;  I  want  that  in  the 
record  in  case  the  IRS  sees  that.  But  I  can  tell  you  personally,  and 
I  can  also  tell  you  as  the  chairman  of  our  government  legal  affairs 
committee  that  the  most  ardent  defender  of  employees  versus  inde- 
pendent contractors  recognizes  that  the  cost  differential  is  less 
than  5  percent.  It  is  actually  closer  to  3  percent  by  my  own  num- 
bers. And  this  differential  exists  only  because  of  workmen's  com- 
pensation and  State  unemployment,  which  are  State  issues;  they 
are  not  Federal  issues. 

Really  and  truly,  the  cost  differential  is  extremely  close.  It  is 
more  your  choice  of  modus  operandi  than  anything  else  that  directs 
us  to  use  either  independent  contractors  or  employees.  And  that 
would  be  answering  Mr.  Shays. 

To  direct  myself  to  your  question,  vou  asked,  if  we  had  a  wish, 
what  would  we  do?  If  you  had  asked  me  that  wish  Friday,  while 
I  was  preparing  my  testimony  for  this  subcommittee  and  I  was  also 
taking  my  IRS  audit  on  independent  contractors,  my  wish  would 
have  been  to  make  the  IRS  disappear  completely.  But  I  think  that 
is  a  little  impractical  and  that  is  not  what  you  want.  What  we 
really 

Mr.  Cox.  Don't  be  so  sure. 

Mr.  Day.  It  is  what  I  was  praying  for. 

Mr.  Cox.  I  agree  with  you,  it  is  impractical  to  think  we  are  going 
to  repeal  the  16th  amendment. 

Mr.  Day.  I  would  amplify  that  the  20  questions,  which  is  the 
basis  for  the  IRS'  common  law  test,  has  to  be  clarified;  it  has  to 
be  simplified;  and  we  have  to  have  some  criteria  for  a  pass-fail.  We 
really  don't  have  that  today.  Factors  other  than  relationship,  which 
you  said  are  difficult  to  define,  that  we  see  in  our  industry,  is  true 
investment;  our  independent  contractors  have  a  true  investment  in 
their  position  and  also  the  reality  of  profit  and  loss.  Our  independ- 
ent contractors  really  do  face  that  reality  and  that  is  a  litmus  test 
of  independence  or  not — if  you  can  have  a  loss,  if  you  can  have  a 
profit.  An  employee  can't;  an  employee  is  guaranteed  that  he  is 
going  to  have  a  profit. 

And  I  would  make  one  other  final  comment  on  the  private  letter 
rulings.  In  our  industry,  there  were  perhaps  a  half-dozen  private 
letter  rulings  which  supported  the  independent  contractor  status. 
Every  one  of  those  has  been  withdrawn  for  no  reason  whatsoever 
in  the  last  couple  years.  They  were  just  drawn  back,  no  explanation 
given  whatsoever. 

Mr.  Cox.  Thank  you  very  much. 
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Mr.  Kies. 

Mr.  KlES.  Mr.  Cox,  actually  80  years  ago  is  when  the  income  tax 
system  was  enacted;  and  at  the  time,  the  chairman  of  the  Ways 
and  Means  Committee  predicted  that  people  wouldn't  mind  filling 
out  their  tax  returns  or  paying  their  tax  and  he  said,  "They  will 
do  it  willingly  and  cheerfully." 

Now,  I  don't  think  we  are  going  to  get  to  that  point,  but  I  think 
there 

Mr.  Cox.  That  wasn't  the  first  lie  told  in  Congress. 

Mr.  KlES.  You  have  got  to  watch  the  Ways  and  Means  Commit- 
tee. 

But  there  are  three  things,  I  think,  if  I  were  starting  over,  that 
I  would  recommend  you  do  to  deal  with  this  problem.  And  some  of 
them  have  already  been  done.  One  is  that  I  would  make  sure  the 
tax  treatment  of  independent  contractors  and  employees  was  pretty 
dam  close  together.  As  I  said  earlier,  I  think  we  are  pretty  close 
to  that. 

But  the  second  thing  that  has  to  be  done,  the  public  has  to  be 
educated  that  that  is,  in  fact,  the  case.  You  can  walk  through  the 
supermarket  and  a  typical  headline  on  a  supermarket  tabloid  is 
something  like  "Elvis  Plays  in  Super  Bowl"  and  "How  to  Cheat  on 
Your  Taxes."  And  a  lot  of  people  believe  that  independent  contrac- 
tors get  a  better  deal  than  employees.  They  are  misinformed,  but 
the  fact  that  they  believe  it  leads  to  undermining  confidence  in  the 
system. 

So  I  think  the  Service,  as  part  of  its  Compliance  2000  message, 
which  is  a  positive  message  by  the  Service,  has  to  get  across  to  peo- 
ple that  the  tax  treatment  is  really  pretty  close  together.  So  people 
out  there,  like  the  floor  installer  that  Mr.  Shays  refers  to,  doesn't 
think  that  his  competitor  has  a  leg  up  on  him  because  he  treats 
his  workers  as  independent  contractors. 

The  third  thing  that  has  to  be  done  is  that  1099  matching  has 
to  be  as  complete  as  possible  against  the  filing  of  tax  returns.  In 
the  early  1980's,  one  of  the  biggest  problems  in  the  compliance  area 
for  the  Internal  Revenue  Service  was  they  were  getting  all  the 
1099's  or  interest  and  dividend  reporting,  but  they  were  matching 
less  than  30  percent  of  them  because  they  were  getting  missing  or 
incorrect  tEixpayer  identification  numbers,  and  they  were  getting  a 
substantial  amount  of  the  1099's  on  paper,  rather  than  on  elec- 
tronic transfer.  And  those  problems  were  not  limited  to  the  private 
sector.  The  Treasury  Department  had  a  terrible  record  in  terms  of 
issuing  1099's  on  its  own  interest  payments. 

But  if  you  get  complete  or  nearly  complete  matching  of  1099's, 
the  message  to  the  public  will  be,  you  can't  cheat  the  Internal  Rev- 
enue Service  by  being  classified  as  an  independent  contractor  be- 
cause the  aggressiveness  with  which  the  IRS  pursues  1099  match- 
ing. If  it  is  comparable  to  the  W-2  matching,  then  people  won't  be- 
lieve that  they  have  an  opportunity  to  avoid  paying  their  taxes  just 
because  they  get  1099's.  I  think  if  you  do  those  three  things,  a  lot 
of  the  concern  in  this  area  will  go  away  because  basically  you  will 
be  in  a  situation  where  the  tax  treatment  of  an  employee,  both  in 
terms  of  their  tax  burden  and  their  compliance  burden,  will  be 
comparable  to  what  the  independent  contractor  has  been. 
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Mr.  Cox,  It  was  only  one  question,  but  it  took  quite  a  while,  so 
I  will  yield  back  my  time. 

Mr.  Spratt.  Thank  you  very  much,  Mr.  Cox,  and  let  me  thank 
our  panel,  all  of  you,  because  you  made  a  very  significant  contribu- 
tion in  helping  us  understand  this  issue.  We  very  much  appreciate 
your  coming  here  and  testifying. 

Our  next  panel  is  composed  of  Mr.  Robert  H.  Perlman,  vice  presi- 
dent, taxes,  licensing,  and  customs  of  Intel  Corp.  H^  represents,  as 
president,  the  Tax  Executives  Institute.  He  is  accompanied  by  Mi- 
chael Murphy,  who  is  the  executive  director  of  the  institute,  and 
by  Timothy  McCormally,  who  is  general  counsel  and  director  of  tax 
affairs. 

In  addition,  Mr.  James  E.  Merritt,  who  is  the  council  director, 
tax  section,  of  the  American  Bar  Association.  He  is  accompanied  by 
Dan  Morgan,  who  is  chairman,  legislation  subcommittee  of  the  em- 
ployment taxes  committee,  the  ABA. 

And  finally,  Mr.  Mark  Isakowitz,  who  is  the  representative  today 
of  the  National  Federation  of  Independent  Business. 

Welcome,  all  of  you.  Thank  you  for  coming  and  testifying. 

We  have  your  prepared  testimony,  and  as  a  blanket  provision,  I 
will  note  that  it  will  be  made  part  of  the  record  so  that  you  can 
summarize  it,  and  if  possible,  we  would  encourage  you  to  combine 
your  oral  summary  of  the  testimony  to  10  minutes. 

Let's  begin  in  the  order  we  announced  your  presence  here. 

Mr.  Perlman. 

STATEMENT  OF  ROBERT  H.  PERLMAN,  VICE  PRESIDENT, 
TAXES,  LICENSING,  AND  CUSTOMS,  INTEL  CORP.,  REP- 
RESENTING AS  PRESIDENT,  TAX  EXECUTIVES  INSTITUTE 
[TEI],  ACCOMPANIED  BY  MICHAEL  MURPHY,  EXECUTIVE  DI- 
RECTOR, AND  TIMOTHY  J.  McCORMALLY,  GENERAL  COUN- 
SEL AND  DIRECTOR  OF  TAX  AFFAIRS 

Mr.  Perlman.  Thank  you,  Mr.  Chairman. 

I  am  Bob  Perlman,  vice  president  of  taxes,  licensing,  and  customs 
for  Intel  Corp.,  and  I  am  here  this  morning  in  my  capacity  as  presi- 
dent of  the  Tax  Executives  Institute,  which  is  the  professional  or- 
ganization of  tax  executives  in  the  private  sector.  Michael  Murphy, 
our  executive  director,  and  Timothy  McCormally,  our  general  coun- 
sel and  director  of  tax  affairs,  are  with  me. 

TEI  applauds  Congress  and  the  administration's  desire  to  target 
pockets  of  significant  noncompliance.  We  are  especially  heartened 
by  the  subcommittee's  willingness  to  listen  to  taxpayer  rec- 
ommendations concerning  H.R.  5011.  Mr.  Chairman,  the  focus  of 
our  testimony  today  is  the  proposed  expansion  of  information  re- 
porting of  payments  to  service  providers.  Such  a  proposal  is  part 
of  H.R.  5011  and  has  been  incorporated  into  the  President's  tax 
bill.  Before  turning  to  our  specific  concerns,  I  would  like  to  ac- 
knowledge your  staffs  willingness  to  work  with  taxpayers  to  de- 
velop workable  alternatives.  For  example,  this  subcommittee  has 
taken  a  leadership  role  in  recognizing  the  need  for  a  computerized, 
telephone-based  verification  system  for  taxpayer  identification 
numbers,  a  program  TEI  supports  as  a  tool  of  payer  empowerment. 
It  has  also  recognized  the  desirability  of  developing  one  or  more  ex- 
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emptions  to  corporation  information  reporting  to  minimize  the  bur- 
den. 

As  approved  by  the  full  House  of  Representatives,  the  key  ele- 
ments of  the  administration's  proposal,  which  has  been  labeled 
SINC,  are  the  removal  of  the  current  general  exemption  from  infor- 
mation reporting  for  payments  to  corporate  service  providers  and 
the  granting  to  u\e  IRS  of  authority  to  exempt  certain  types  of  pay- 
ments or  types  of  payees  where  exemption  would  not  undermine 
compliance. 

TEI  is  committed  to  working  with  the  Grovernment  in  attacking 
noncompliance  with  respect  to  the  Service  payments.  We  have  sig- 
nificant reservations,  however,  about  the  burdens  that  the  Presi- 
dent's proposal  would  impose  on  both  payers  and  payees. 

Let  there  be  no  mistake:  The  target  of  the  administration's  pro- 
posal is  not  the  large  and  medium-sized  corporations  whose  em- 
ployees belong  to  our  organization.  The  IRS  and  the  GAO  have  re- 
peatedly acknowledged  that  larger  corporations  are  extraordinarily 
compliant  with  respect  to  service  payments  and,  indeed,  other  cat- 
egories of  income. 

Notwithstanding  the  high  level  of  compliance,  SINC  would  depu- 
tize payers  to  collect,  prepare,  and  file  information  returns  on  pay- 
ments to  corporate  service  providers.  The  imposition  of  such  a  man- 
date— which  would  extend  to  payments  made  by  nonprofit  organi- 
zations. State  and  local  governments,  and  even  the  smallest  compa- 
nies and  proprietorships — would  spawn  significant  administrative 
costs. 

Payers  would  have  to  change  their  accounts  payable  systems, 
designate  and  train  staff  to  perform  the  data  entry  tasks,  and  ab- 
sorb the  cost  of  preparing  the  necessary  reports  and  sending  them 
both  to  the  payees  and  the  Internal  Revenue  Service.  Regrettably, 
such  a  task  is  not  as  simple  as  flipping  a  switch. 

Moreover,  the  burdens  that  the  proposal  would  impose  on  cor- 
porate payees  should  not  be  underestimated.  Corporations  that  re- 
ceive the  1099's  would  have  to  store  them,  and  the  proposal  raises 
the  specter  that  payees  might  be  compelled  to  formally  match  or 
attempt  to  reconcile  the  amounts  so  reported  on  their  tax  returns. 

To  appreciate  the  potentially  broad  scope  of  the  proposal,  con- 
sider the  1099's  that  would  be  received  from  one  very  small  group 
of  service  providers,  the  Nation's  long  distance  telephone  carriers. 
Absent  an  exemption,  AT&T,  MCI,  Sprint  and  their  competitors 
would  receive  a  form  1099  from  virtually  every  business  in  Amer- 
ica, literally  millions  upon  millions  of  information  returns. 

What  are  they  supposed  to  do  with  them?  What  is  the  IRS  sup- 
posed to  do  with  them? 

To  our  knowledge,  there  has  never  been  any  question  about  long 
distance  companies'  reporting  the  gross  amount  of  payments  re- 
ceived; and  yet,  they  and  the  IRS  would  have  to  cope  with  millions 
of  returns.  It  simply  makes  no  sense. 

During  the  Ways  and  Means  Committee's  consideration  of  the 
tax  bill,  the  SINC  proposal  was  modified  to  confirm  the  IRS'  au- 
thority to  exempt  certain  payees  and  payments  fi-om  this  system. 
We  support  this  exemption  authority  which  has  been  a  feature  of 
H.R.  5011  from  the  outset. 
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We  recommend  that  Congress  provide  the  IRS  with  clear  guid- 
ance on  what  types  of  payments  and  classes  of  payees  should  be 
exempted.  Specifically,  we  propose  the  following:  First,  Congress 
should  formally  confirm  that  reconciliation  or  matching  is  not  part 
of  SINC.  Such  an  action  is  necessary  to  assuage  business  concern 
about  the  heavy  administrative  burden  that  any  matching  could 
spawn. 

Second,  Congress  should  provide  that  payments  to  corporations 
having  gross  receipts  above  a  specified  level  need  not  be  reported. 
Such  an  exemption  could  be  administered  by  means  of  the  tele- 
phone verification  program  contemplated  in  H.R.  5011.  In  our  view, 
corporate  information  reporting  should  be  postponed  until  such  a 
program  is  up  and  running.  We  also  believe  that  backup  withhold- 
ing should  not  be  part  of  the  corporate  information  reporting  tele- 
phone verification  program. 

Mr.  Chairman,  it  is  important  to  understand  that  the  benefits  of 
the  large  payee  exemption  would  not  be  confined  to  large  payees. 
It  would  eliminate  a  requirement  otherwise  imposed  on  all  pay- 
ers— large  and  small,  profit,  not  for  profit,  private  sector,  and  gov- 
ernmental— and  also  minimize  the  amount  of  virtually  useless 
paper  received  by  the  IRS. 

Third,  taxpayers  should  be  provided  with  clear  guidance  on  what 
constitutes  a  reportable  service.  The  term  "services"  is  not  clearly 
defined  in  the  code  or  the  regulations,  and  without  guidance,  the 
sweep  of  the  term  is  broad  and  vague. 

For  example,  if  a  taxpayer  stays  at  a  hotel,  flies  on  an  airplane, 
rides  in  a  taxi,  or  eats  at  a  restaurant,  he  or  she  seemingly  pur- 
chases four  different  types  of  services.  Would  these  transactions 
give  rise  to  multiple  forms  1099  reporting  requirements?  In  the  ab- 
sence of  guidance,  the  answer  would  seem  to  be  yes;  and  as  a  re- 
sult, businesses  would  be  compelled  to  keep  track  of  a  myriad  of 
payments  to  a  host  of  vendors,  either  directly  or  through  credit 
card  companies  or  expense  reports,  and  to  file  a  multitude  of  infor- 
mation returns. 

The  ramifications  of  SINC  on  credit  card  purchases  would  be  es- 
pecially horrific.  Under  SINC,  each  business  would  have  to  break 
down  its  payment  to  the  credit  card  company  into  its  different  serv- 
ice and  nonservice  components,  and  at  the  end  of  the  year,  issue 
forms  1099  to  multiple-service  providers  to  which  it  had  never 
made  a  payment.  Again,  it  just  doesn't  make  sense. 

Fourth,  Congress  should  relieve  payers  of  any  obligation  to  seg- 
regate payments  for  services  from  payments  for  other  items,  inven- 
tory, other  materials,  reimbursements,  et  cetera.  Hence,  payers 
would  be  able  to  satisfy  their  obligations  by  reporting  the  gross 
amount  paid  to  corporate  vendors. 

Fifth,  taxpayers  should  be  allowed  to  report  payments  on  mul- 
tiple forms  1099,  rather  than  aggregating  all  payments  to  the  same 
payee  on  a  single  form. 

Last,  but  not  least,  TEI  does  not  believe  the  proposed  effective 
date  of  January  1,  1994,  is  realistic.  Time  is  required  to  understand 
the  law,  to  develop  plans  for  how  to  comply,  to  make  the  necessary 
systems  changes,  and  train  the  appropriate  personnel. 

We  recommend  the  effective  date  be  deferred  to  at  least  January 
1,  1995.  Moreover,  payers  who  endeavor  in  good  faith  to  comply 
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should  not  be  penalized  for  falling  short  during  a  reasonable  transi- 
tion period. 

In  addition,  the  IRS  should  develop  a  timetable  for  issuing  pro- 
posed regulations  under  SINC  well  before  the  effective  date.  They 
should  involve  both  the  payer  and  the  payee  communities  in  the 
guidance  process,  should  adopt  broad-based  payer  and  payee  edu- 
cation initiatives,  and  should  develop  strategies  for  audit  compli- 
ance with  the  reporting  rules,  including  a  cost-effective,  reliable 
telephone  verification  system. 

The  postponement  of  SINC  would  permit  both  business  and  the 
IRS  to  approach  corporate  information  reporting  on  an  orderly  and 
measured  basis. 

Mr.  Chairman,  TEI  appreciates  this  opportunity  to  present  its 
views  on  proposals  to  subject  payments  to  corporate  service  provid- 
ers to  information  reporting. 

I  would  be  pleased  to  respond  to  your  questions. 

Mr.  Spratt.  Thank  you  very  much  for  excellent  testimony,  Mr. 
Perlman.  We  appreciate  it. 

[The  prepared  statement  of  Mr.  Perlman  follows:] 
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Intel  Corporation 
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TAX  EXECUTIVES  INSTITUTE,  INC. 

on 

CORPORATE  INFORMATION  REPORTING  PROPOSALS 

AND  OTHER  INITIATIVES  TO  IMPROVE  THE  ADMINISTRATION 

AND  ENFORCEMENT  OF  EMPLOYMENT  TAXES 

before 

SUBCOMMFTTEE  ON  COMMERCE,  CONSUMER, 

AND  MONETARY  AFFAIRS 

COMMIITEE  ON  GOVERNMENT  OPERATIONS 

U.S.  HOUSE  OF  REPRESENTATIVES 

June  8,  1993 


I.       Introduction 

Thank  you,  Mr.  Chairman.  I  am  Robert  H.  Perlman,  Vice  President  of  Taxes, 
Licensing,  and  Customs  for  Intel  Corporation  of  Santa  Clara,  California.  I  am  also  President 
of  Tax  Executives  Institute,  on  whose  behalf  I  appear  today.  I  am  accompanied  today  by 
Michael  Murphy,  the  Institute's  Executive  Director,  and  Timothy  McCormally,  our  General 
Counsel  and  Director  of  Tax  Affairs. 


n.      Background 

Tax   Executives   Institute   (TEI)   is   an   organization   of  nearly   4,900  corporate   tax 
professionals  who  are  responsible  for  managing  the  tax  affairs  of  the  largest  2,400  corporations 
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in  the  United  States  and  Canada.  TEI  is  dedicated  to  the  development  and  effective 
implementation  of  sound  tax  policy,  to  promoting  the  uniform  and  equitable  enforcement  of  the 
tax  laws,  and  to  reducing  the  cost  and  burden  of  administration  and  compliance  to  the  benefit 
of  taxpayers  and  government  alike. 

TH's  members  represent  virtually  every  segment  of  industry,  and  the  companies  they 
work  for  are  subject  to  the  full  range  of  employment  tax  and  information  reporting  obligations 
(as  employers,  as  both  payers  and  payees,  and  as  service  providers  and  enterprises  that  contract 
for  services).  Although  the  companies  represented  by  TEI's  membership  tend  to  be  larger  rather 
than  smaller  companies  —  indeed,  a  significant  segment  of  the  membership  are  employed  by 
companies  that  are  subject  to  continual  audit  as  part  of  the  Internal  Revenue  Service's 
Coordinated  Examination  Program  —  the  Institute  recognizes  that  the  effective  administration 
and  enforcement  of  the  Code's  employment  tax  rules,  through  information  reporting  and 
otherwise,  require  a  cost-effective  partnership  between  businesses  (large  and  small)  and  the  IRS. 

We  believe  that  TEI's  diversity  and  the  professional  training  of  our  members  —  coupled 
with  Executive  Director  Mike  Murphy's  extensive  experience  with  the  IRS  (thirty  years  of 
service  including  five  as  Deputy  Commissioner)  —  enable  us  to  bring  an  important,  balanced, 
and  practical  perspective  to  the  issues  raised  by  the  Subcommittee's  hearing.  We  understand  the 
challenges  confronting  both  Uxpayers  and  the  tax  administrator  in  developing  constructive 
enforcement  strategies  that  do  not  unduly  burden  already  compliant  taxpayers.  We  are  ready 
to  work  with  the  Subcommittee  in  improving  the  current  system. 


in.     General  Comments 

TEI  applauds  the  Congress's  and  the  Administration's  desire  to  target  pockets  of 
significant  noncompliance  and  to  take  appropriate  actions.  We  are  proud  of  our  record  of 
working  with  the  Subcommittee.  IRS,  Department  of  the  Treasury,  U.S.  General  Accounting 
Office,  and  congressional  tax-writing  committees  in  devising  and  fine-tuning  diverse  strategies 
for  enhancing  compliance  in  a  cost-effective  and  equitable  manner.  In  particular,  TEI  supports 
the  Subcommittee's  efforts  to  craft  focused  proposals  to  improve  the  administration  and 
enforcement  of  employment  taxes.'  We  are  especially  heartened  by  the  Subcommittee's 
willingness  to  listen  to  taxpayer  recommendations  concerning  H.R.  501 1  (which  then-Chairman 
Barnard  introduced  last  year),  and  commend  the  Subcommittee  for  holding  this  hearing. 

Mr.  Chairman,  the  principal  focus  of  TEI's  testimony  today  is  the  proposal  to  expand 
information  reporting  to  payments  to  corporate  service  providers.  Such  a  proposal  was  included 


'  Ttl  representatives  have  met  repeatedly  with  members  of  the  Subcommittee's  staff  to  discuss  the  proposals 
set  forth  in  the  Subcommittee's  November  2,  1992,  report.  House  Committee  on  Government  Operations, 
Improving  the  AdminLitration  and  Enforcement  of  Employment  Taxes,  H.R.  Rep.  No,  102-1060,  102d  Cong.,  2d 
Sess.  (1992)  (Union  Calendar  No.  .595).  We  have  also  had  similar  discussions  with  IRS  officials,  both  before  and 
after  the  Clinton  Administration  announced  its  "service  industry  noncompliance  initiative." 
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in  H.R.  5011  last  year,  and  was  incorporated  into  the  President's  tax  bill  earlier  this  year.  The 
proposal  is  now  embodied  in  section  14251  of  H.R.  2264,  which  was  passed  by  the  House  of 
Representatives  on  May  27,  1993.^  The  Institute  understands  and  appreciates  that  the 
Subcommittee's  interests  extend  beyond  the  corporate  information  reporting  proposals,  and  we 
are  supportive  of  many  of  the  Subcommittee's  goals.  For  example,  we  applaud  the  objective 
of  de-emphasizing  the  independent  contractor-employee  classification  issue  and  focusing  on  ways 
to  increase  compliance  among  the  independent  contractor  population.  Moreover,  although  the 
Institute  has  not  yet  formulated  a  position  on  H.R.  501 1's  proposed  changes  to  section  530  of 
the  Revenue  Act  of  1978,  we  do  support  the  statutory  clarification  of  the  tax  law's  worker 
classification  rules  and  see  benefit  in  making  section  530  part  of  the  Internal  Revenue  Code. 
We  also  support  the  thrust  of  many  other  provisions  of  H.R.  501 1  —  which  range  from  limiting 
a  payer's  liability  for  worker  misclassification  (especially  where  all  required  information  returns 
have  been  filed)  to  initiating  a  public  information  campaign  concerning  payer  and  payee 
obligations.^  If  desired,  the  Institute  will  respond  in  writing  to  the  Subcommittee's  questions 
about  these  other  proposals. 

Before  turning  to  our  specific  concerns  about  the  corporate  information  reporting 
proposal,  TEI  wants  to  acknowledge  the  Subcommittee's  willingness  to  work  with  taxpayers  to 
develop  alternatives  by  which  taxpayers"  legitimate  concerns  can  be  assuaged,  payer  and  payee 


"  The  House  bill  would  amend  section  6401  of  the  Internal  Revenue  Code  to  provide,  in  new  subsection  (f). 
that  "[n]o  payment  for  the  performance  of  services  shall  be  exempt  from  the  requirements  of  this  section  merely 
because  it  is  a  payment  to  a  corporation. "  A  similar  amendment  would  be  made  to  section  6041  A.  The  Ways  and 
Means  Committee's  report  on  the  revenue-raising  provisions  of  H.R.  2141  (WMCP:  103-1 1)  explains  the  proposal, 
as  follows: 

The  bill  provides  that  payments  for  services  purchased  in  the  course  of  the 
payor's  trade  or  business  will  not  be  exempt  from  the  information  reporting 
requirements  merely  because  the  payments  are  made  to  a  corporation.  The 
committee  understands,  however,  that  the  IRS  may  continue  to  exempt  from 
information  reporting  certain  types  of  payments  and  certain  types  of  corporate 
payees  where  the  risk  of  noncompliance  is  minimal.    (WMCP:  103-1 1 .  at  315.) 

'  TEI  has  significant  reservations  about  the  proposed  increase  in  information  reporting  penalties.  Although  IRS 
studies  show  that  workers  receiving  Forms  1099  are  more  likely  to  report  the  income  on  their  tax  returns,  the 
Institute  does  not  believe  it  follows  to  increase  the  penalties  on  payers,  especially  if  the  rationale  of  such  increases 
is  to  give  IRS  agents  a  greater  incentive  to  ferret  out  inaccurate  or  missing  Forms  1099.  Surely,  the  IRS  should 
not  need  increased  information  reporting  penalties  on  payers  to  refocus  its  attention  on  the  nonreporting  of  income 
by  payees  (workers),  as  opposed  to  worker  reclassifications.  Indeed,  increasing  penalties  to  change  the  IRS's 
behavior  seems  at  odds  with  repeated  declarations  by  Congress  and  the  IRS  that  the  purpose  of  penalties  should  not 
be  to  raise  revenue.  Increasing  penalties  should  in  no  event  be  viewed  as  an  adequate  substitute  for  forthrightly 
addressing  the  worker  classification. 

On  a  related  issue,  the  Institute  understands  that  consideration  is  being  given  to  modifying  H.R.  501 1  to 
increase  the  dollar  threshold  for  information  reporting  from  $600  to  $1,000.  (As  introduced,  the  bill  would  have 
reduced  the  threshold  to  $100.)  The  reporting  threshold  has  been  $600  for  more  than  30  years,  and  TEI  supports 
an  increase  in  the  threshold,  in  recognition  of  increases  in  the  wage  index  since  the  $600  was  fixed.  Such  a  change 
would  reduce  payer  burden. 
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burdens  can  be  minimized,  and  the  IRS's  compliance  objectives  can  be  furthered.  For  example, 
the  Subcommittee  has  taken  a  leadership  role  in  recognizing  the  need  for  a  computerized, 
telephone-based  verification  system  for  taxpayer  identification  numbers  —  a  program  TEI 
supports  as  a  tool  of  payer  empowerment.  It  has  also  recognized  the  desirability  of  developing 
one  or  more  exemptions  to  corporate  information  reporting  to  minimize  burden  without 
compromising  the  goal  of  compliance.  We  view  this  hearing  as  merely  one  part  of  the 
Subcommittee's  overall  role  in  developing  a  workable  approach  to  the  corporate  information 
reporting  program. 


IV.     Comments  on  the  Administration's  Proposal 

A.  Overview 

President  Clinton  has  proposed  that  payments  made  to  corporate  service  providers 
be  generally  subject  to  information  reporting.  The  Administration's  "service  industry 
noncompliance  initiative"  (or  SINC),  especially  as  it  emerged  from  the  House  Ways  and  Means 
Committee  and  was  passed  by  the  House  of  Representatives,  is  similar  to  the  following 
recommendation  from  the  Subcommittee's  November  1992  report: 

The  current  information  return  reporting  requirements  and  the 
corresponding  matching  program  should  be  expanded  to  include 
nonemployee  compensation  payments  made  to  corporations.  The 
IRS  Commissioner  should  be  delegated  regulatory  authority  to 
exempt  corporations  and  classes  of  corporations  from  information 
reporting  and/or  matching  of  information  reports  with  corporate 
tax  returns  if  the  IRS  finds  it  unnecessary.  (H.R.  Rep.  No.  102- 
1060,  at  16.) 

The  key  elements  of  the  proposal  are  these:  (i)  the  current  (general)  exemption  from 
information  reporting  for  payments  to  corporate  service  providers  would  be  lifted,  but  (ii)  the 
IRS  would  retain  authority  to  exempt  certain  types  of  payments  or  types  of  payees  where 
exemption  would  not  undermine  compliance. 

B.  Policy  Concerns  about  SINC 

Mr.  Chairman,  TEI  is  committed  to  working  with  the  government  in  attacking 
noncompliance  in  respect  of  service  payments.  Based  on  our  analysis  of  SINC,  however,  we 
have  significant  reservations  about  the  President's  proposal,  especially  in  light  of  its  proposed 
January  1,  1994,  effective  date.  We  regret  that,  in  its  current  fonn,  the  proposal  would  impose 
undue  compliance  burdens  on  already  compliant  payers  and  on  payees  that  have  already 
demonstrated  an  extraordinarily  high  level  of  compliance. 
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Thus,  TEI  submits  that  the  proposal  to  require  the  filing  of  Forms  1099  in  respect  of 
service  payments  to  corporations  may  impose  substantial  costs  and  yield  little  benefit  to  the  tax 
administration  system.  Our  concerns  go  not  only  to  the  potential  effect  of  the  proposal  on  our 
members  as  payees  (recipients  of  the  information  returns),  but  also  —  and  primarily  —  to  the 
tremendous  burdens  the  proposal  would  impose  on  all  businesses  as  payers. 

Lei  there  be  no  mistake:  The  target  of  the  Administration's  SINC  proposal  is  not  the 
large  and  medium-sized  corporations  whose  members  belong  to  TEI.  Nearly  all  the  companies 
represented  by  our  membership  are  subject  to  continual,  or  at  least  regular,  audit  by  the  IRS; 
they  are  subject  to  rigorous  internal  controls  to  prevent  the  nonreporting  of  income;  and  they 
have  their  fmancial  statements  certified  by  independent  auditors.  The  IRS  and  the  General 
Accounting  Office  have  repeatedly  acknowledged  that  larger  corporations  are  extraordinarily 
compliant  with  respect  to  service  payments  and,  indeed,  other  categories  of  income. 

Notwithstanding  the  high  compliance  level  of  the  large  corporations,  SINC  would 
"deputize"  payers  to  collect,  prepare,  and  file  information  returns  on  payments  to  corporate 
service  providers.  The  imposition  of  such  a  mandate  —  which  would  extend  to  payments  made 
by  nonprofit  organizations,  state  and  local  governments,  and  even  the  smallest  companies  and 
sole  proprietorships  —  would  spawn  significant  administrative  costs.  Payers  would  have  to 
change  their  accounts  payable  systems  (which  could  involve  both  hardware  and  software 
changes),  designate  and  train  staff  to  perform  the  data  entry  tasks,  and  absorb  the  cost  of 
preparing  the  necessary  reports  and  sending  them  both  to  payees  and  the  IRS.  For  example, 
accounting  systems  in  many  (if  not  most)  companies  do  not  currently  distinguish  between 
payments  for  services  and  other  payments;  all  that  is  recorded  is  the  aggregate  account  payable. 
Under  SINC,  payers  would  be  required  to  change  their  systems  to  differentiate  between  the  two 
types  of  payments.  Regrettably,  such  a  task  is  not  as  simple  as  "flipping  a  switch."  Given  the 
Joint  Committee  on  Taxation's  revenue  estimate  for  SINC  —  $423  million"  (as  opposed  to  the 
Administration's  initial  $6.35  billion  estimate)  —  TEI  believes  there  is  a  strong  possibility  that 
the  cost  to  the  payer  community  would  exceed  the  revenues  flowing  to  the  Treasury.' 

The  burdens  that  the  proposal  would  impose  on  corporate  payees  should  similarly  not  be 
underestimated.  Corporations  that  receive  the  Forms  1099  would  have  to  store  them,  and  the 
SINC  proposal  raises  the  specter  that  payees  might  be  compelled  to  formally  match,  or 
reconcile,  the  amounts  so  reported  to  their  books  of  account  or  their  tax  returns  —  a  process  that 
the  IRS  acknowledges  could  lead  to  countless  mismatches,  especially  where  the  payee  is  an 
accrual  basis  or  fiscal-year  taxpayer  (receiving  information  returns  prepared  on  a  cash,  calendar- 
year  basis).  The  situation  is  further  complicated  where  the  payments  are  received  by  a 
subsidiary  but  reported  on  the  consolidated  return  filed  by  the  corporate  parent.  These 
considerations  have  properly  led  the  IRS  in  the  past  to  resist  a  broad-scale  information  reporting 


"   The  Joint  Committee  initially  estimated  SINC  to  raise  only  $326  million  in  fiscal  years  1994-1998. 

•  In  proposing  SINC,  the  Administration  stated  that  "some  payors  have  suggested  that  it  would  be  less 
burdensome  to  report  all  payments  [for  services],  rather  than  to  except  payments  made  to  corporate  service 
providers  [as  allowed  by  current  law]."   Based  on  our  analysis,  that  "suggestion"  represents  at  best  a  minority  view. 
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system;  we  suggest  they  apply  with  equal  force  to  the  "limited"  program  proposed  by  the 
Administration. 

Finally,  there  continues  to  be  no  convincing  evidence  that  the  IRS  would  be  able  to 
process  the  millions  of  additional  pieces  of  paper  that  would  be  generated  under  the  proposal. 
IRS  officials  have  estimated  that  between  20  and  35  million  additional  information  returns  would 
be  required  to  be  filed  under  the  Administration's  proposal.  Anecdotal  information  received 
from  our  members,  however,  coupled  with  our  extrapolation  of  the  number  of  service-related 
business  relationships  in  the  country  today,  strongly  suggests  that  even  that  not-insubstantial 
estimate  is  grossly  understated.* 

To  appreciate  the  potential  breadth  and  scope  of  the  Administration's  proposal,  consider 
the  information  returns  that  would  be  received  from  one  very  small  group  of  corporate  service 
providers  —  the  nation's  long-distance  carriers.^  AT&T,  MCI,  Sprint,  and  their  competitors 
would  receive  a  Form  1099  from  virtually  every  business  in  America  —  literally  millions  upon 
millions  of  information  returns.  What  are  the  recipients  supposed  to  do  with  them?  What  is  the 
IRS  supposed  to  do  with  the  millions  of  Forms  1099  they  receive  in  respect  of  the  long-distance 
companies?*  To  our  knowledge,  there  has  never  been  any  question  about  long-distance 
companies'  reporting  the  gross  amount  of  payments  received,  and  yet  they  —  and  the  IRS  — 
would  have  to  cope  with  millions  of  returns  with  no  effect  on  the  companies'  compliance  with 
the  tax  laws. 

During  the  Ways  and  Means  Committee's  consideration  of  the  Administration's  tax  bill, 
the  SINC  proposal  was  modified  to  confirm  the  IRS's  authority  to  exempt  certain  payees  and 
payments  from  corporate  information  reporting.  This  exemption  authority  has  been  a  feature 
of  the  Subcommittee's  bill  from  the  outset.  Because  circumscribing  the  reach  of  any  corporate 
information  reporting  program  is  absolutely  essential  to  the  program's  viability,  we  believe 
Congress  should  provide  the  IRS  with  clear  guidance  on  what  types  of  payments  and  classes  of 
payees  should  be  exempted.''  If  such  guidance  is  not  forthcoming  —  through  explicit  language 
in  the  pertinent  committee  reports  or,  better  yet,  through  the  enactment  of  legislative  exceptions 
—  corporate  information  reporting  runs  the  risk  of  becoming  extraordinarily  complex  and 
expensive.  Hence,  unless  great  care  is  taken  in  developing  the  program,  SINC  will  become  the 
"car  logs"  or  "section  89"  provision  of  the  1993  tax  bill. 


*■   The  number  of  required  Forms  1099  would  obviously  depend  on  how  the  term  "services"  is  defined  as  well 
as  on  the  number  and  scope  of  IRS  or  congressionally  approved  exemptions. 

'   Treas.  Reg.  §  1.6041 -3(d)  currently  exempts  payments  for  "telephone"  charges  from  information  reporting, 
but  it  is  not  clear  what  the  basis  of  the  exemption  is  or  whether  it  would  survive  SINC. 

"    Although  the  information  returns  filed  by  larger  companies  would  be  submitted  on  magnetic  media,  those  filed 
by  smaller  companies  —  likely  numbering  in  the  millions  —  would  be  subniitted  on  paper. 

"    For  example,  the  payments  made  to  long-distance  carriers  would  fall  within  the  ambit  of  payments  that  could 
be  exempted  from  information  reporting  because  "the  risk  of  noncompliance  is  minimal."   WMCP;  103-1 1,  at  315. 
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In  the  ensuing  sections  of  this  statement,  TEI  offers  its  specific  suggestions  on  how  the 
burdens  of  SINC  can  be  tempered  without  vitiating  its  compliance  objective. 


C.        Specific  Issues  and  Recommendations 

1.  Express  Disclaimer  of  Reconciliation.  In  discussing  the  SINC  proposal, 
IRS  and  Administration  officials  have  generally  disclaimed  any  intention  to  require  corporate 
payees  to  reconcile,  or  match,  amounts  reported  on  corporate  information  returns  to  their 
corporate  tax  returns.  Nevertheless,  the  corporate  community  remains  very  much  concerned 
about  the  burden  any  such  reconciliation  or  matching  program  would  spawn.'"  TEI 
recommends  that  Congress  formally  confirm  —  for  example,  through  the  inclusion  of  appropriate 
language  in  the  committee  report  —  that  reconciliation  is  not  part  of  SINC. 

2.  Large  Payee  Exception.  In  recognition  of  the  high  level  of  compliance 
already  present  among  certain  classes  of  corporations,  TEI  strongly  supports  the  development 
of  exemptions  for  one  or  more  of  the  following: 

■  Payments  to  corporations  that  are  subject  to  SEC  reporting 
requirements  and  thereby  have  independent,  certified  financial 
statements." 

■  Payments  to  corporations  that  are  part  of  the  Coordinated 
Examination  Program  (and  therefore  subject  to  continual  audit  by 
the  IRS). 

■  Payments  to  corporations  having  gross  receipts  above  a  specified 
level  (say,  $15  million  as  reported  on  Form  1120). 

Of  the  foregoing  three  bases  for  exempting  payees,  the  gross  receipts  test  may  be  the  easiest  to 
administer  because  a  corporate  payee's  exempt  status  could  be  based  on  information  set  forth 
in  the  payees  income  tax  return  —  i.e. ,  Line  1(a)  of  Form  1 120.'" 


'"  Although  the  proposal  set  forth  in  H.R.  501 1  contemplates  the  IRS's  "matching"  of  corporate  Forms  1099, 
the  Subcommittee's  November  1992  report  also  makes  clear  that  the  IRS  could  exempt  certain  classes  of  payments 
or  payees  from  any  matching  program.    H.R.  Rep.  No.  102-1060.  at  16. 

"  Publicly  held  companies  in  particular  have  no  incentive  to  underreport  income  for  financial  reporting 
purposes.  Moreover,  financial  controls  mandated  by  the  Securities  and  Exchange  Commission  represent  a  clear 
"audit  trail"  for  IRS  examiners  to  confirm  that  income  is  correctly  and  completely  reported. 

'"  An  ancillary  issue  is  whether  the  payee  exception  should  be  applied  on  a  separate  entity  or  a  consolidated 
group  basis.  TEI  prefers  an  approach  that  minimizes  the  number  of  Forms  1099  that  must  be  sent,  and  vje  believe 
the  goal  of  enhancing  compliance  would  not  be  compromised  by  adopting  the  consolidated  return  approach. 
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In  administering  this  exception,  payers  would  have  to  possess  the  means  of  verifying  a 
payee's  taxpayer  identification  number  (TIN)  and  its  eligibility  for  exemption.  We  note  that 
some  question  has  arisen  about  the  efficacy  of  "self-certification,"  whereby  a  payee  files  a  form 
with  the  payer  claiming  exemption. '^  To  the  extent  exemption  from  the  program  requires  payer 
verification  of  a  payee's  TIN  and  exempt  status,  we  recommend  that  payers  not  be  required  to 
file  Forms  1099  with  resf)ect  to  payments  to  corporate  service  providers  until  the  IRS  can 
electronically  confirm  that  the  payee  does  not  fall  into  an  exempt  category.^* 

The  Subcommittee  should  continue  to  press  the  IRS  to  exploit  emerging  technologies  to 
enhance  compliance  —  in  the  service  industry  and  elsewhere  —  to  minimize  payer  and  payee 
burden.  Specifically,  we  recommend  that  Congress  pursue  a  verification  system  similar  to  the 
"TELE-TIN"  system  contemplated  by  section  203  of  H.R.  5011.  As  we  understand  the 
Subcommittee's  proposal,  a  payer  would  establish  contact  with  the  IRS  (perhaps  through  a 
modem-to-modem  hook-up),  key  in  the  vendor/payee's  name  and  TIN,  and  be  instantly  notified 
(i)  whether  the  TIN  is  valid  and  (ii)  whether  the  payee  is  exempt  from  information  reporting 
(e.g.,  because  its  gross  receipts  exceed  the  threshold).  If  the  payee's  TIN  were  invalid,  the 
payer  would  have  to  solicit  a  correct  TIN  or  institute  back-up  withholding.  We  believe  the 
TELE-TIN  system  holds  much  promise  as  a  tool  of  payer  empowerment.'^  Moreover,  we 
submit  that  TELE-TIN  should  be  formally  linked  to  SINC.  In  other  words,  to  avoid  unduly 
burdening  payers,  the  commencement  of  information  reporting  should  be  deferred  until  a  reliable 
telephone  verification  system  is  operational.'*  We  also  recommend  that  the  back-up  withholding 


"  The  Ways  and  Means  Committee's  report  on  the  revenue-raising  provisions  of  H.R.  2264  expresses  the  view 
that  'payors  cannot  easily  determine  whether  a  business  is  actually  conducted  in  corporate  form  {i.e..  not  subject 
to  information  reporting)  because  payees  can  simply  claim  to  be  Incorporated,  and  payors  are  not  required  to  verify 
such  claims."    WMCP:  103-1 1,  at  315. 

'■*  As  initially  proposed  by  the  Administration,  SINC  would  have  included  an  IRS  initiative  to  assist  payers  in 
verifying  the  TlNs  of  payees.  That  aspect  of  the  program  has  been  abandoned,  apparently  because  the  IRS  cannot 
establish  the  program  on  schedule.  Although  no  similar  sympathy  was  shown  for  the  burdens  SINC  would  impose 
on  payers,  the  critical  point  is  that  a  telephone  verification  program  —  such  as  the  Subcommittee  is  working  on  — 
would  greatly  enhance  the  effectiveness  of  any  corporate  information  reporting  program. 

"  Given  the  potential  application  of  penalties  (for  not  filing  a  Form  1099  or  not  instituting  back-up 
withholding),  some  mechanism  is  needed  for  substantiating  that  payers  verified  a  payee's  TIN.  The  Subcommittee 
should  address  how  a  payer  will  prove  that  it  verified  the  payee's  TIN  and  exempt  status.  The  verification  system 
poses  special  problems  on  a  transitional  basis.  For  example,  how  can  a  payer  purge  its  vendor  files  of  incorrect 
TlNs?  One  approach  would  be  for  the  payer  to  provide  a  magnetic  tape  with  the  names  and  TlNs  of  all  the  vendors 
currently  on  its  accounts  payable  system  to  the  IRS  for  verification.  We  understand  that  the  IRS  will  conduct  a  lest 
of  such  a  tape  verification  system  this  summer. 

'*■  Even  if  the  necessary  computer  and  communication  programs  could  be  expeditiously  developed  and  brought 
"on-line."  the  IRS  and  payer  community  would  need  a  reasonable  transition  period  to  implement  corporate 
information  reporting.  Payers,  for  instance,  would  need  to  solicit  TlNs  from  their  corporate  vendors.  The  potential 
for  "mismatches"  between  extant  payer  and  IRS  records  would  be  great.  There  are  a  number  of  valid  reasons  a 
payee  name  in  the  payer's  vendor  records  may  not  match  the  name  in  the  IRS's  master  file  —  for  example,  the 
payee  may  be  "doing  business"  under  a  different  name,  may  be  using  a  nominee,  may  have  undergone  a  legal  name 

(continued...) 
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system  be  decoupled  from  corporate  information  reporting,  either  permanently  or  at  least  until 
the  IRS  can  demonstrate  that  it  can  administer  the  telephone  verification  system. 

It  is  important  to  understand  that  the  benefits  of  the  large  payee  exception  would  not  be 
confmed  to  large  payees.  Yes,  the  exemption  would  reduce  the  number  of  superfluous 
information  returns  received  by  such  payees.  But  more  fundamentally,  it  would  also  eliminate 
a  requirement  otherwise  imposed  on  all  payers  —  large  and  small,  for-profit  and  not-for-profit, 
private  sector  and  governmental  —  and  reduce  the  amount  of  virtually  useless  paper  received  by 
the  IRS. 

3.  Definition  of  Reportable  "Services. "  Under  SINC,  payers  would  be 
obliged  to  file  information  returns  on  all  payments  for  "services,"  without  regard  to  whether  the 
service  provider  is  a  coiporation.  This  requirement  would  bring  a  new  dimension  —  and 
renewed  urgency  —  to  the  question  of  "what  is  a  reportable  service?"  "Services"  is  not  a  term 
that  is  unambiguously  defmed  in  the  Internal  Revenue  Code  or  the  applicable  Treasury 
regulations.  Although  some  guidance  has  been  provided  by  the  IRS  —  for  example,  in  the 
Instructions  to  Forms  1099  (especially  Box  7  of  Form  19(X)-Misc),  1098,  5498,  and  W-2G  - 
"services"  remains  a  potentially  broad  term. 

For  example,  if  a  taxpayer  stays  at  a  hotel,  flies  on  an  airplane,  rides  in  a  taxi,  or  eats 
at  a  restaurant,  he  or  she  seemingly  purchases  four  different  types  of  "services"  (though  a  good 
portion  of  the  restaurant  bill  would  be  for  the  food).  Would  these  transactions  give  rise  to 
multiple  Form  1099  reporting  requirements  (assuming  the  dollar  threshold  is  crossed)?  In  the 
absence  of  guidance,  the  answer  would  seem  to  be  yes,  and  as  a  result,  businesses  would  be 
compelled  to  keep  track  of  a  myriad  of  payments  to  a  host  of  vendors  (either  directly  or  through 
credit  card  companies)  and  to  file  a  multitude  of  information  returns.  Would  such  a  broad-based 
reporting  program  significantly  aid  compliance  or  simply  flood  the  system  with  needless  mounds 
of  paper  and  potentially  expose  payers  to  a  raft  of  penalties  for  noncompliance? 

The  ramifications  of  SINC  on  credit  card  purchases  would  be  especially  horrific. 
Consider  the  business  whose  employees  use  credit  cards  to  purchase  a  wide  variety  of  goods  and 
services.  At  the  end  of  each  month,  the  business  sends  a  single  check  to  the  credit  card 
company.  Under  SINC,  the  business  would  have  to  break  down  that  payment  into  its  different 
service  and  non-service  components  (see  Part  IV. C. 4.)  and,  at  the  end  of  the  year,  issue  Forms 
1099  to  multiple  service  providers  to  which  the  business  did  not  make  any  direct  payments. 
Before  it  could  do  this,  however,  the  business' s  expense  account  system  would  have  to  be 


"   (...continued) 
change.   Clearly,  time  must  be  provided  to  allow  payers  to  purge  their  files  of  erroneous  or  out-of-date  information. 

An  alternative  to  postponing  the  effective  date  of  corporate  information  reporting  would  be  to  permit  payers 
to  report  only  the  names  and  TlNs  of  their  corporate  payees  to  the  IRS,  with  no  Forms  1099  being  sent  to  the 
payees.  This  approach  would  advance  the  Administration's  primary  goal  of  identifying  corporate  nonfilers,  though 
allowances  would  have  to  be  made  for  those  payers  whose  current  vendor  files  do  not  contain  information  on  TINs. 
Still  another  option  would  be  the  use  of  corporate  payee  self-certification  (on  the  equivalent  of  Form  W-9). 
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revamped  to  capture  the  necessary  information  and  the  employees  making  the  charge  purchases 
would  have  to  solicit  TINs  for  each  of  the  vendors  with  which  they  deal. 

TEI  believes  that  the  definition  of  reportable  service  provided  by  a  corporation  should 
be  clarified  and  narrowed  to  target  perceived  areas  of  noncompliance." 

4.  No  Required  Segregation  of  Service  from  Non-Service  Payments.  In 
addition  to  defining  what  constitutes  "reportable  services"  for  purposes  of  SINC,  Congress 
should  act  to  relieve  payers  of  any  obligation  to  segregate  payments  for  services  from  payments 
for  other  items  (inventory,  other  materials,  reimbursements,  etc.).  Hence,  payers  would  be  able 
to  satisfy  their  legal  obligation  by  reporting  the  gross  amount  paid  to  corporate  vendors. 

Unless  payers  are  authorized  to  report  the  gross  amount  of  payments,  nothing  short  of 
manually  reviewing  each  invoice  paid  will  assure  accurate  service  payment  reporting.  Indeed, 
frequently  the  invoices  themselves  do  not  contain  sufficient  detail  to  permit  the  segregation  of 
the  service  and  non-service  portions  of  the  payments.  We  recognize  that  payers  are  currently 
required  to  segregate  service  from  non-service  payments,  but  believe  TEI's  recommended 
aggregation  rule  is  necessary  because  of  a  projected  ten-fold  increase  in  the  number  of 
information  returns.  In  other  words,  although  payers  may  be  able  to  cope  with  the  current 
requirement  of  segregating  service  from  non-service  payments  in  respect  of  a  discrete  number 
of  non-corporate  payees,  they  could  easily  be  overwhelmed  by  such  a  segregation  requirement 
in  respect  of  the  much  larger  universe  of  corporate  payees."  If  TEI's  proposed  non-segregation 
rule  is  not  adopted,  the  need  for  guidance  on  the  definition  of  reportable  services  will  become 
more  pronounced." 

5.  No  Required  Aggregation  of  Multiple  Payments  During  the  Year.  To 
further  mitigate  payer  burden,  the  Subcommittee  should  provide  that  payers  may  report  payments 


"  As  previously  noted,  Treas.  Reg.  §  1.6041-3(d)  currently  excepts  payment  for  telephone  charges  from 
information  reporting.  The  same  provision  of  the  regulations  also  exempts  "[p]ayments  of  bills  for  merchandise, 
telegrams,  .  .  .  freight,  storage,  and  similar  charges,"  though  the  basis  of  the  exemption  is  unclear.  (Some  of  the 
enumerated  items  clearly  seem  to  be  services,  whereas  others  do  not.)  We  suggest  that  a  provision  that  equates  — 
or  at  least  renders  "similar"  —  charges  for  telephone,  telegrams,  storage,  merchandise,  and  freight  is  potentially 
elastic  enough  to  drive  a  truck  through  (or,  in  the  long-distance  example  above,  to  let  the  customers  of  long-distance 
carriers  off  the  hook)  or  to  ensnare  a  payer  whose  interpretation  of  "similar"  is  not  in  sync  with  the  IRS's.  Absent 
more  detailed  guidance,  how  could  a  payer  know  what  is  or  is  not  subject  to  information  reporting? 

'*  Rev.  Rul.  81-232,  1981-2  C.B.  231,  addresses  the  question  of  "mixed  payments"  in  the  context  of 
automobile  repairs  (i.e..  where  a  portion  of  a  payment  is  for  parts  and  the  rest  is  for  labor).  To  relieve  payers  of 
the  burden  of  analyzing  each  and  every  payment  (and  of  bifurcating  individual  accounts  payable  into  their  service 
and  non-service  components),  the  Subcommittee  should  instruct  the  IRS  to  modify  and  expand  the  ruling. 

'"  The  burden  of  bifurcating  service  from  non-service  payments  would  likely  be  reduced  if  the  Institute's 
proposed  $15  million  large  payee  exception  (.Trp  Part  W.C.I.)  were  adopted,  because  smaller  payees  are  more  likely 
to  provide  only  services  or  only  non-services  to  their  customers.  (In  other  words,  fewer  "reportable"  payees  would 
receive  mixed  service  and  non-service  payments.)  Nevertheless,  TEI  believes  that  the  need  for  guidance  on  what 
constitutes  a  reportable  service  must  be  addressed  as  a  high  priority  matter. 


127 


11  - 


on  multiple  Forms  1099.  rather  than  aggregating  all  payments  to  the  same  payee  on  a  single 
form.  The  Subcommittees  confirming  that  "transactional  1099s"  are  acceptable  would  be 
especially  helpful  in  respect  of  payers  that  make  payments  from  several  different  (and 
nonintegrated)  locations.^" 

6.  No  Required  Reporting  of  Intercompany  Payments.  TEI  also  recommends 
that  payers  not  be  required  to  report  service  payments  made  to  members  of  the  same 
consolidated  group  of  corporations  {e.g. .  intercompany  charges  for  computer  services  provided 
by  a  service  company). 

7.  Effective  Date.  Last  but  not  least,  TEI  is  not  at  all  sanguine  about  the 
proposal  that  SINC  apply  in  respect  of  all  payments  made  after  December  31.  1993.  Corporate 
information  reporting  cannot  be  effected  by  a  "flip  of  a  switch,"  and  it  is  unrealistic  to  assume 
that  SINC  can  be  im.plemented  on  such  a  short  time  frame.  Time  is  required  to  understand  the 
law,  to  develop  plans  for  how  to  comply,  to  make  the  necessary  systems  changes,  and  to  train 
the  appropriate  personnel.  The  need  for  a  reasonable  transition  period  is  especially  acute  since 
payments  for  services  rendered  by  corporations  are  currently  not  distinguished  from  other 
payments  on  many  businesses'  books  (since  reporting  has  never  been  required). 

Thus,  even  if  the  proposal  were  enacted  tomorrow  .  .  . 

.  .  .  even  if  the  IRS  were  able  tomorrow  to  issue  the  necessary  guidance  on  what  is  and 
is  not  a  "reportable  service"  (and  on  the  raft  of  other  issues  raised  by  SINC)  .  .  . 

.  .  .  even  if  the  telephone  verification  system  necessary  to  an  efficient  system  could  be 
"on-line"  tomorrow  .  .  . 

.  .  .  even  if  all  these  things  were  tr\ie  —  and  none  of  them  is  —  payers  would  still  have 
difficulty  in  making  the  programming  and  other  changes  necessary  to  implement  SINC  by  the 
end  of  1993.  We  suggest,  moreover,  that  the  IRS,  too,  would  be  hard  pressed  to  be  ready  by 
the  proposed  January  1,  1994,  effective  date. 

Consequently,  TEI  recommends  that  the  effective  date  of  the  corporate  information 
reporting  program  be  deferred  until  at  least  January  1,  1995.  At  a  minimum,  any  requirement 
to  institute  back-up  withholding  in  respect  of  corporate  payees  should  be  delayed  until  the  IRSs 
TIN  verification  and  exemption  system  is  in  place,  and  the  IRS  should  make  it  clear  that  a  good 
faith  effort  to  comply  with  corporate  information  reporting  requirements  —  especially  during  the 
transitional  period  before  final  regulations  are  promulgated  —  would  be  sufficient  to  avoid  the 
assertion  of  penalties. 


^   To  guard  against  abuse,  the  impleinenting  regulations  could  provide  that  the  "non-aggregation"  rule  could 
only  be  used  if  the  payer  reported  all  payments  —  not  just  those  exceeding  $600. 
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A  more  realistic  effective  date  would  permit  the  IRS  to  develop  creative  and  effective 
strategies  for  implementing  SINC  and  auditing  compliance  with  the  corporate  information 
reporting  rules.  TEI  believes  that  the  IRS  should  develop  and  publish  a  timetable  for  issuing 
proposed  —  and  then  final  —  regulations  well  before  SINC's  effective  date.  The  IRS  should 
involve  both  the  payer  and  the  payee  communities  in  the  guidance  process  and  should  also  adopt 
broad-based  payer  and  payee  education  initiatives.  Because  the  burdens  of  SINC  would  fall  most 
heavily  on  the  payer  community  —  which  is  not  the  target  of  the  compliance  initiative  but 
merely  the  IRSs  "designated  agent"  —  it  is  especially  important  to  subject  the  IRSs  plans  to 
congressional  oversight  and  taxpayer  scrutiny  on  a  before-the-fact  basis. 

In  summary,  TEI  believes  that  the  prudent  postponement  of  SINC  would  permit  both 
businesses  and  the  IRS  to  approach  corporate  information  reporting  on  an  orderly,  measured 
basis. 


V.       Conclusion 

Mr.  Chairman,  Tax  Executives  Institute  appreciates  this  opportunity  to  present  its  views 
on  proposals  to  subject  payments  to  corporate  service  providers  to  information  reporting.  We 
invite  your  questions. 


Respectfully  submitted, 

TAX  EXEQW^VES  INSTITUTE.  INC. 


Robert  H.  Perlman 
International  President 
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Mr.  Spratt.  Mr.  Merritt. 

STATEMENT  OF  JAMES  E.  MERRITT,  COUNCIL  DIRECTOR,  SEC- 
TION ON  TAXATION,  AMERICAN  BAR  ASSOCIATION  [ABA],  AC- 
COMPANIED BY  DAN  MORGAN,  CHAIRMAN,  LEGISLATION 
SUBCOMMITTEE  OF  THE  EMPLOYMENT  TAXES  COMMITTEE 

Mr.  Merritt.  Yes,  thank  you,  Chairman  Spratt. 

I  appreciate  the  opportunity  to  be  here  and  present  our  views  on 
the  treatment  of  workers  as  mdependent  contractors  or  employees. 
I  am  a  council  director  of  the  section  of  taxation  of  the  American 
Bar  Association  and  a  former  chairman  of  its  committee  on  employ- 
ment taxes. 

Mr.  Morgan,  who  is  accompanying  me  today,  is  also  a  former 
chairman  of  that  committee  as  well.  I  have  been  working  on  the 
issues  that  you  are  facing  since  sometime  in  the  mid-1970's,  on  be- 
half of  the  ABA  as  well  as  in  my  own  practice.  We  have  come  a 
long  way,  but  there  are  still  quite  a  few  things  that  should  be  ad- 
dressed and  need  to  be  accomplished. 

I  have  a  couple  of  disclosures  to  make.  We  submitted  a  prepared 
statement  on  behalf  of  the  section  of  taxation.  Unfortunately,  not 
everybody  in  the  ABA  concurs  in  that,  and  the  union  caucus  of  the 
labor  and  employment  law  section  does  not  agree  with  that.  I 
should  also  make  it  clear  that  Mr.  Morgan  and  I  both  represent  cli- 
ents that  are  involved  in  employment  tax  issues,  but  we  are  not 
here  today  on  behalf  of  any  of  those  clients.  We  are  here  on  behalf 
of  ourselves  and  the  ABA;  and  if  our  comments  go  beyond  the  pre- 
pared comments  which  we  have  submitted,  they  will  be  our  individ- 
ual views  and  not  necessarily  those  of  the  section  of  taxation. 

Having  said  all  of  that,  I  would  like  to  talk  about  a  couple  of 
things  that  the  subcommittee  has  been  addressing.  You  have  had 
some  very  good  discussion  on  many  of  these  points  already.  First, 
I  do  think  it  is  important  to  put  Section  530  of  the  Revenue  Act 
of  1978  into  the  Internal  Revenue  Code.  That  way  everybody  can 
find  it,  be  aware  of  it,  et  cetera.  It  should  also  be  extended  to  in- 
come taxes,  and  I  will  come  back  to  that  in  a  moment. 

The  second  major  point  I  want  to  make  is  that  you  should  take 
every  opportunity  you  can  in  the  process  of  doing  this  to  focus  the 
compliance  efforts  where  there  is  a  failure  to  comply,  and  that  is 
where  businesses  are  not  issuing  1099's  or  informations  returns, 
and  where  workers  are  not  reporting  their  full  income.  The  efforts 
should  not  be  focused  on  reclassification  audits. 

Third,  there  are  several  technical  improvements  that  could  be 
made  in  Section  530:  One,  the  consistency  requirement  could  be 
made  rational.  Two,  the  prior-audit  safe  harbor  should  be,  or  could 
be,  limited,  but  in  doing  so,  you  need  to  use  some  care,  I  think. 

Three,  the  rules  with  regard  to  what  is  an  industry  practice 
should  be  clarified.  The  courts  have  held  one  way;  the  IRS  is  clear- 
ly going  in  a  different  direction.  I  think  it  is  clear  the  courts  have 
interpreted  the  legislative  history  of  the  1978  act  correctly. 

I  do  think  it  is  important  that  the  IRS  be  authorized  to  issue  rul- 
ings. Unfortunately,  I  do  share  the  prior  panel's  view  that  in  the 
past  the  issuance  of  the  rulings  has  not  been  terribly  helpful. 

Now,  let  me  come  back  with  some  detail  to  talk  about  these  top- 
ics. I  think  if  you  extend  530  to  income  tax  treatment  as  well  as 
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employment  tax  treatment,  the  legislative  history  ought  to  make  it 
clear  that  by  doing  so,  Congress  intends  that  the  Government  and 
taxpayers  will  first  focus  upon  whether  they  qualify  for  the  Section 
530  safe  harbor,  and  only  after  making  that  determination,  will 
they  delve  into  the  murky  waters  of  the  20-factor  common  law  test, 
because  you  can  always  find  whatever  answer  you  want  under  the 
common  law  test,  basically.  I  think  that  would  be  a  big  improve- 
ment in  the  administration  of  the  tax  law  in  this  area  at  this  time. 

With  regard  to  the  consistency  requirement,  I  have  always  been 
puzzled  by  this,  and  I  have  written  on  it  quite  a  bit.  If  the  idea 
is  that  you  get  better  compliance  by  treating  workers  as  employees, 
why  should  the  IRS  take  the  view  that  any  business  that  treats 
new  workers  as  employees  should  be  penalized,  and  yet  that  is  ex- 
actly the  way  they  apply  the  requirement. 

If*^you  have  independent  contractors  that  are  protected  by  the 
safe  narbor,  and  now  you  are  hiring  new  workers,  you  can't  make 
those  new  workers  employees  without  losing  the  protection  of  the 
safe  harbor,  and  that  is  not  a  very  sensible  result.  It  ought  to  be 
changed  so  that  it  is  only  where  the  result  is  one  which  under- 
mines compliance  efforts  that  the  consistency  requirement  applies. 

The  prior-audit  safe  harbor  is  one  of  great  concern  to  me  in  the 
sense  that  as  I  understand  the  proposal  now,  Congress  is  talking 
about  "solely"  employment  tax  audits.  I  rarely  have  a  solely  em- 
ployment tax  audit.  It  is  an  absolute  custom  in  large  case  audits, 
but  I  think  in  other  audits  as  well,  for  employment  tax  specialists 
to  become  involved  in  the  course  of  the  income  tax  audit.  So  it  is 
not  solely  an  employment  tax  audit. 

Moreover,  revenue  officers,  people  who  specialize  in  the  collection 
of  taxes  as  opposed  to  the  examination  of  tax  returns,  are  now 
doing  employment  tax  audit  work. 

I  would  think  a  better  rule  would  be  that  the  prior-audit  safe 
harbor,  to  the  extent  it  is  limited  in  terms  of  prospective  applica- 
tion, would  be  limited  to  audits  where  employment  tax  issues  have 
been  considered.  My  experience  is  that  in  most  audits  the  IHS  will 
ask  for  the  1099's  that  the  businesses  have  filed,  and  they  will  do 
that  for  one  reason.  They  will  do  that  to  see  how  much  money  is 
being  paid  to  specific  persons.  If  payments  of  more  than  $10,000  a 
year,  for  example,  which  is  a  recommendation  the  General  Account- 
ing Office  made  some  years  ago,  are  being  reported  to  a  single 
payee,  an  individual  on  a  1099,  the  IRS  will  examine  that  person 
as  to  whether  they  are  truly  an  independent  contractor  or  an  em- 
ployee. 

If  the  IRS  makes  a  request  for  the  1099's  and  reviews  them,  I 
think  that  the  audit  should  be  considered  an  employment  tax 
audit,  because,  believe  me,  the  IRS  is  looking  at  it  from  that  point 
of  view. 

With  regard  to  the  industry  practice,  the  General  Investment 
Corp.  case  in  the  U.S.  Court  of*^ Appeals  from  the  ninth  circuit  dealt 
with  the  issue  most  forcefully.  There  were  two  small  mining  com- 
panies in  the  Southwestern  United  States,  and  they  were  trying  to 
establish  what  the  industry  practice  was.  The  IRS  took  the  position 
that  the  companies  had  to  establish  the  U.S.  nationwide  practice 
in  the  mining  industry  to  show  whether  it  is  normal  to  treat  mine 
workers  as  independent  contractors  or  employees. 
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The  ninth  circuit  said  that  is  absolute  nonsense,  and  we  are  not 
going  to  put  up  with  it.  That  is  not  a  direct  quote.  That  is  the  short 
of  what  they  said,  as  best  I  can  read  it.  They  said  No.  1,  we  don't 
want  to  consider  all  of  that  kind  of  information;  it  is  not  really  rel- 
evant to  the  issue  before  us.  We  don't  think  the  district  courts  have 
the  time  to  do  it,  nor  should  the  taxpayers  have  to  bear  the  burden 
of  doing  that.  What  is  really  important  is  who  is  in  their  competi- 
tive environment  and  the  area  where  they  are  competing,  what  are 
they  doing?  That  is  what  is  really  important.  They  really  scolded 
the  IRS  for  taking  a  totally  liberal  view  toward  reasonably  apply- 
ing the  rules  as  Congress  had  intended  under  Section  530. 

Let  me  now  focus  on  some  of  the  things  that  you  are  doing  in 
the  area  to  encourage  compliance  in  the  right  area,  I  think,  and  I 
will  just  list  these  ofF  and  indicate  to  you  that  we  support  this: 
One,  is  increasing  the  penalties  with  regard  to  failure  to  issue 
1099's.  Two,  is  the  proposal  that  the  IRS  develop  a  telephone  sys- 
tem to  verify  taxpayer  identification  numbers.  Three,  are  the 
changes  in  section  3509,  which  would  limit  the  taxes  where  people 
are  complying  with  the  law,  applicable  to  independent  contractors. 
Four,  the  various  waiver  provisions  and  the  efforts  to  permit  pro- 
spective reclassification.  That  is  a  step  in  the  right  direction.  You 
are  going  to  have  to  continue  to  face  problems  of  lack  of  uniformity 
and  this  is  a  good  step  in  that  direction.  And  finally,  modifying  tax 
returns  to  require  a  separate  line  item  for  reporting  for  compensa- 
tion paid  to  nonemployees. 

I  have  one  caveat  I  would  like  to  make,  and  that  is  with  regard 
to  the  increased  penalties  on  failure  to  issue  1099's.  I  also  served 
on  a  task  force  that  led  to  the  penalty  restructuring  of  a  few  years 
ago.  One  of  the  basic  tenants  we  added  then  was  that  incentives 
should  be  given  to  taxpayers  to  come  forward  and  file  late  but  cor- 
rect 1099's.  That  is  much  more  effective  for  the  IRS  than  it  is  to 
impose  a  penalty  on  them.  So  little  or  no  penalties  ought  to  apply 
where  a  taxpayer  comes  forward  and  files  late. 

Mr.  Spratt.  So  what  you  are  suggesting  is  an  entry  on  the  1040, 
the  income  tax  return,  that  would  allow  one  who  has  not  filed 
1099's  to  catch  up,  to  comprehensively  restate  them  and  file  with 
the  Service? 

Mr.  Merritt.  I  am  sorry,  I  was  talking  about  two  things,  Mr. 
Chairman.  One,  there  is  a  proposal  under  consideration  that  pay- 
ers should  report  the  amount  of  payments  they  make  on  a  separate 
line  to  independent  contractors,  and  we  support  that. 

Totally  apart  from  that,  people  should  be  able  to  file  corrected 
1099's.  It  would  not  be  part  of  the  1040.  The  statistics  show  that 
if  the  IRS  gets  this  information  by  September  or  October  of  the  fol- 
lowing year,  that  is  timely  enough  to  meet  their  initial  run. 

Mr.  Spratt.  But  would  your  prior  recommendation  mean  that 
you  would  offer  this  as  an  alternative  to  the  1040  for  those  who 
find  that  onerous  or  forget  to  do  it  and  they  want  to  catch  up  at 
tax  filing  time;  this  would  be  a  second  bite  at  the  apple? 

Mr.  Arritt.  I  hadn't  connected  with  the  1040,  Mr,  Chairman. 
I  think  to  work  through  the  return  matching  program,  the  1099's 
should  preferably  be  filed  on  magnetic  media  or  data  processing 
media  as  opposed  to  mixing  it  up  with  the  1040. 
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Thank  you  again  for  the  opportunity  to  speak  today,  and  Mr. 
Morgan  and  I  will  be  happy  to  answer  any  questions. 
Mr.  Spratt.  Thank  you. 
[The  prepared  statement  of  Mr.  Merritt  follows:] 
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Topical  Outline 


1.  The  20  factor  common  law  test  for  determining 
whether  a  worker  is  an  employee  or  independent  contractor  is 
difficult  to  apply  and  leads  to  controversy. 

2.  If  the  controversy  is  to  be  successfully 
resolved.  Congress  and  the  Treasury  Department  must  work 
together  to  develop  an  administrable  definition  of  employee. 

3.  Until  such  time  as  an  administrable  definition 
can  be  developed,  the  following  changes  should  be 
considered: 
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(a)  Incorporate  the  Section  530  safe  harbor 
into  the  Internal  Revenue  Code  and  specifically  extend  it  to 
income  taxes . 

(b)  The  application  of  the  prior  audit  safe 
harbor  should  be  limited  to  prevent  retroactive 
reclassification  of  workers,  but  permit  prospective 
reclassification. 

(c)  The  rule  requiring  consistent  treatment 
of  workers  should  be  modified. 

(d)  Clear  standards  for  what  constitutes  the 
practice  of  the  industry  for  classifying  workers  should  be 
provided. 

(e)  The  penalty  applicable  to  failure  to  file 
information  returns  should  be  increased. 

(f)  The  amount  assessable  for 
misclassif ication  of  workers  should  be  reduced  (or  the 
reclassification  applied  only  prospectively)  unless  the 
misclassif ication  is  attributable  to  intentional  disregard 
of  rules  and  regulations. 

(g)  The  Internal  Revenue  Service  should  be 
permitted  to  issue  guidance  on  the  classification  of 
workers . 
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STATEMENT  OF  THE  SECTION  OF  TAXATION 
AMERICAN  BAR  ASSOCIATION 

JUNE  8,  1993 

Subcommittee  on  Commerce,  Consumer,  and  Monetary  Affairs 

of  the 

Committee  on  Government  Operations 

U.S.  House  of  Representatives 

on 

Misclassif ication  of  Employees  and  Independent 

Contractors  for  Federal  Income  Tax  Purposes 


I  am  James  E.  Merritt,  a  Council  Director  of  the 
Section  of  Taxation  of  the  American  Bar  Association  and 
former  Chair  of  the  Section's  Committee  on  Employment  Taxes. 
My  testimony  will  consider  the  classification  of  workers 
solely  for  federal  income  tax  purposes.   These  views  are 
presented  on  behalf  of  the  Section  of  Taxation.   They  have 
not  been  approved  by  the  House  of  Delegates  or  the  board  of 
Governors  of  the  American  Bar  Association  and,  accordingly, 
should  not  be  construed  as  representing  the  position  of  the 
American  Bar  Association.   The  union  caucus  of  the  Labor  and 
Employment  Law  Section  does  not  concur  in  the  views 
expressed  in  this  testimony.   These  views  are  limited  to  the 
treatment  of  workers  for  income  and  employment  tax  purposes. 

I  am  accompanied  today  by  Daniel  L.  Morgan,  another 
former  Chair  of  the  Section's  Committee  on  Employment  Taxes. 

The  classification  of  workers  as  employees  or 
independent  contractors  for  tax  purposes  has  long  been  an 
area  of  controversy.   The  controversy  stems  from  the  lack  of 
a  clear  and  easily  applied  definition  of  either  the  term 
"employee"  or  "independent  contractor,"  and  the  differing 
tax  treatment  accorded  employees,  independent  contractors, 
and  the  taxpayers  for  whom  they  provide  services . 

We  do  not  have  a  proposal  for  a  definition  of 
employee  at  this  time,  nor  will  we  take  the  Subcommittee's 
time  discussing  what  we  believe  to  be  the  factors  that 
should  be  taken  into  account  in  developing  a  different 
definition  of  employee  or  independent  contractor.   We  wish 
only  to  point  out  that  the  most  successful  resolution  of  the 
classification  controversy  will  involve  Congress  developing 
a  workable  definition  of  employee  or  releasing  the  Treasury 
Department  to  work  out  a  definition  through  the 
administrative  rulemaking  process.   We  have  several 
suggestions  that  we  believe  will  improve  compliance  until  a 
definition  of  employee  can  be  developed. 
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Under  current  law  both  the  Internal  Revenue  Service 
and  taxpayers  must  use  the  2  0  factor  common  law  test  for 
employee  to  determine  whether  a  worker  is  an  employee  or  an 
independent  contractor.   The  factors  are  subjective, 
overlapping,  and  sometimes  irrelevant.   In  addition,  there 
is  no  guidance  in  determining  whether  the  factors  should  all 
be  given  the  same  weight,  or  how  many  factors  must  be  met 
before  a  worker  will  be  classified  as  an  employee  or  an 
independent  contractor. 

Applying  20  subjective  factors  can  and  frequently 
does  result  in  different  conclusions  by  the  individuals 
applying  the  factors.   The  Internal  Revenue  Service 
generally  examines  the  classification  of  workers  some  period 
of  time  after  the  taxpayer  has  made  its  determination  of  the 
workers'  classification  and  after  the  taxpayer  has  filed  its 
returns.   Consequently,  a  reclassification  by  the  Internal 
Revenue  Service  can  involve  a  considerable  amount  of  time 
and  money  for  both  the  taxpayer  using  the  worker  and  the 
worker,  including  backtaxes,  penalties,  and  potentially 
undoing  or  substantially  revising  employee  benefit  plans. 
Especially  for  small  businesses,  the  potential  stakes  make 
the  classification  of  workers  all  the  more  controversial. 

Further  complicating  matters  is  that  the  20  factor 
common  law  test  must  be  applied  by  every  entity  or 
individual  using  a  worker,  regardless  of  size, 
sophistication,  or  the  availability  of  competent  advice  on 
the  application  of  the  test. 

Congress  has  been  reluctant  to  define  either  the 
term  employee  or  independent  contractor,  presumably  because 
of  the  inability  of  the  various  sides  to  the  issue  to  find  a 
middle  ground.   In  Section  530  of  the  Revenue  Act  of  1978 
Congress  prohibited  the  Internal  Revenue  Service  from 
issuing  regulations  or  rulings  on  classification  of  workers. 
When  that  ban  was  put  in  place,  it  was  to  be  a  two  year, 
temporary  ban  to  allow  Congress  time  to  develop  a  definition 
of  employee,  but  it  has  been  extended  indefinitely. 

Section  530  of  the  Revenue  Act  of  1978  also 
includes  "safe  harbor"  provisions  which  prevent  the  Service 
from  reclassifying  workers  thereby  eliminating  liability  for 
additional  employment  taxes.   The  "safe  harbor"  provisions 
apply  to  taxpayers  who  had  a  reasonable  basis  for 
classifying  their 'workers  as  independent  contractors  and  who 
had  been  consistent  in  their  treatment  of  the  workers  as 
independent  contractors.   For  purposes  of  the  Section  530 
safe  harbor,  "reasonable  basis"  includes:   (1)  reliance  on 
published  rulings  and  case  law,  (2)  the  practice  of  the 
industry  in  which  the  taxpayer  operates,  (3)  prior  audits  of 
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the  taxpayer  which  did  not  result  in  reclassification  of  the 
taxpayer's  workers,  and  (4)  other  (undefined)  reasonable 
basis. 

Section  530  resulted  in  the  Internal  Revenue 
Service  halting  most  of  its  worker  classification  audits  for 
several  years.   During  the  mid  1980 's,  the  Service  resumed 
classification  audits.   In  addition  to  private  businesses, 
the  entities  that  have  been  subject  to  audits  and  proposed 
reclassification  since  that  time  are  local  governments,  tax 
exempt  organizations,  and  unions  with  respect  to  strike 
benefits  paid  to  members  manning  picket  lines. 

Prior  studies  have  indicated  that  classification 
audits  do  not  necessarily  generate  significant  sums  of 
additional  tax  revenues.   This  is  particularly  the  case  if 
the  taxpayer  has  provided  information  returns.  Forms  1099, 
to  the  Internal  Revenue  Service  with  respect  to  the  amounts 
paid  to  its  workers.   The  information  returns  permit  the 
Internal  Revenue  Service  to  ensure  that  the  workers  have 
reported  all  of  their  income.   Furthermore,  the  Internal 
Revenue  Service's  own  statistics  suggest  that  97  percent  of 
the  amounts  reported  on  information  returns  are  included  on 
taxpayers'  returns.   Classification  audits  will  not  uncover 
the  entities  and  individuals  who  fail  to  file  either  tax 
returns  or  information  returns,  or  collect  any  additional 
revenues  from  them. 

We  suggest  the  following  changes  to  increase 
compliance  until  a  workable  definition  of  employee  can  be 
developed: 

1.  Incorporate  the  Section  530  safe  harbor  into 
the  Internal  Revenue  Code  and  specifically  extend  them  to 
income  taxes.   This  will  make  the  rules  more  readily 
accessible  to  taxpayers  and  make  the  application  of  the 
Section  530  safe  harbor  uniform. 

2.  The  application  of  the  prior  audit  safe  harbor 
should  prevent  retroactive  reclassification  of  workers,  but 
permit  prospective  reclassification  by  the  Internal  Revenue 
Service  if  the  taxpayer  does  not  have  another  reasonable 
basis  for  its  classification  of  its  workers  and  the  prior 
audit  did  not  consider  the  proper  classification  of  workers. 
We  can  see  no  reason  to  prevent  the  Internal  Revenue  Service 
from  reclassifying  workers  prospectively  if  the  taxpayer  has 
no  basis,  other  than  a  prior  audit  which  did  not  consider 
employment  tax  issues,  for  classifying  its  workers  as 
independent  contractors. 
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3.  The  rule  requiring  consistent  treatment  of 
workers  should  be  modified.   It  makes  taxpayers  reluctant  to 
reclassify  their  workers  as  employees  because  doing  so 
removes  them  from  the  Section  530  safe  harbors  for  periods 
prior  to  the  reclassification.   We  believe  the  consistency 
rule  should  be  revised  to  solely  prevent  taxpayers  from 
changing  their  treatment  of  workers  from  employees  to 
independent  contractors  to  take  advantage  of  the  Section  530 
safe  harbor. 

4.  Clear  standards  for  what  constitutes  the 
practice  of  the  industry  for  classifying  workers  should  be 
provided  by  Congress  so  that  taxpayers  and  the  Internal 
Revenue  Service  will  have  certainty  in  applying  this  rule. 

5.  The  penalty  applicable  to  failure  to  file 
information  returns  should  be  increased.   An  increase  in  the 
penalty  will  increase  the  impetus  for  taxpayers  to  file  the 
appropriate  information  returns  and  for  the  Internal  Revenue 
Service  to  audit  in  situations  where  reclassification  of 
workers  would  not  be  appropriate.   The  penalty  should  not 
apply  in  de  minimus  circumstances  where  the  taxpayer 
correctly  issues  information  returns  to  most  of  its  workers. 

6.  The  amount  assessable  under  Section  3509  for 
misclassif ication  of  workers  should  be  reduced  unless  the 
misclassif ication  is  attributable  to  intentional  disregard 
of  rules  and  regulations.   A  reduction  of  the  monetary 
consequences  of  reclassification  will  eliminate  some  of  the 
controversy  associated  with  retroactive  reclassification  of 
workers.   In  the  alternative,  taxpayers  who  have 
misclassif ied  their  workers  {but  without  intentional 
disregard  of  rules  and  regulations)  could  be  permitted  to 
agree  with  the  Internal  Revenue  Service  to  prospectively 
reclassify  workers  as  employees  rather  than  litigate  the 
classification  issue  for  prior  periods. 

7.  The  Internal  Revenue  Service  should  be 
permitted  to  issue  guidance  on  the  classification  of  workers 
or  the  Treasury  Department  should  be  directed  to  study  the 
issues  surrounding  the  classification  of  workers  for  tax 
purposes  with  the  goal  of  developing  a  workable  definition 
of  employee. 
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Mr.  Spratt.  Mr.  Isakowitz. 


STATEMENT  OF  MARK  W.  ISAKOWITZ,  LEGISLATIVE  REP- 
RESENTATIVE, NATIONAL  FEDERATION  OF  INDEPENDENT 
BUSINESS  [NFIB] 

Mr.  Isakowitz,  Mr,  Chairman,  as  you  indicated,  my  name  is 
Mark  Isakowitz.  I  am  a  legislative  representative  for  the  National 
Federation  of  Independent  Business.  NFIB  is  the  Nation's  largest 
small  business  advocacy  organization.  We  represent  more  than 
600,000  small  and  independent  businesses  from  across  the  country. 

I  want  to  begin  by  thanking  you,  Mr.  Chairman,  for  inviting 
NFIB  to  testify  today.  You  and  your  staff  are  to  be  commended  for 
the  attention  you  are  bringing  to  this  undoubtedly  complex  issue. 

From  the  small  business  point  of  view,  there  are  essentially  two 
issues  that  are  being  considered  today.  First  is,  of  course,  worker 
classification,  which  has  been  dealt  with  adequately  here. 

We  will  only  say  that  for  those  who  have  been  subject  to  the  IRS' 
employment  tax  examination  program,  it  has  been  a  nightmare. 
The  penalties  have  been  punitive,  and  the  rules  of  what  is  an  inde- 
pendent contractor  and  what  is  an  employee  have  been  arbitrary 
and  murky. 

The  second  issue  we  are  looking  at  is  the  issue  of  income  report- 
ing. And  the  reason  why  this  is  an  issue  here  today  is  because  this 
subcommittee,  the  GAO,  and  others  have  suggested  that  the  IRS 
should  focus  less  on  worker  reclassification  and  more  on  income  re- 
porting. 

In  other  words,  the  new  approach  would  be,  spend  less  time  fig- 
uring out  how  workers  are  being  paid,  but  more  time  figuring  out 
exactly  what  they  are  being  paid. 

Fundamentally,  NFIB  believes  that  this  is  a  sound  approach;  but 
in  terms  of  the  specific  proposal  that  would  get  us  there,  H.R.  5011, 
NFIB  is  very  concerned  that  one  problem  would  be  mitigated  some- 
what, but  a  larger  problem  would  be  increased  to  a  level  that 
would  be  detrimental  to  small  business. 

Let  me  explain  specifically  what  I  am  talking  about. 

The  NFIB  Foundation  did  a  study  which  was  released  last  year, 
which  asked  small  businesses,  5,000  of  them,  to  rank  from  1  to  75 
the  problems  they  were  encountering  in  their  businesses.  Independ- 
ent contractors  and  problems  with  classification,  on  the  one  hand, 
came  in  70th  out  of  75  in  terms  of  difficulty. 

Problems  with  Federal  regulation  and  paperwork  came  in  8th 
and  11th  out  of  75,  respectively.  In  fact,  the  entire  area  of  regula- 
tion and  paperwork  was  the  fastest  rising  area  of  concern  on  the 
survey. 

So  this  is  the  angle  from  which  most  of  our  members,  businesses 
with  five  to  eight  employees,  are  seeing  it.  They  do  not  want  any 
more  regulation  and  paperwork.  So  in  that  light,  H.R.  5011  makes 
the  following  proposition  to  small  businesses:  We  will  relieve  a 
problem  that  most  of  you  don't  have,  meaning  independent  contrac- 
tors, and  add  to  a  problem  that  most  of  you  do  have,  meaning  regu- 
lation and  paperwork. 

It  is  essentially  a  less/more  proposition  for  NFIB  and  the  small 
business  community.  There  will  be  less,  or  more  precisely,  reduced 
reclassification  penalties  for  the  few,  and  more  Federal  paperwork, 
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more  Federal  penalties,  more  Federal  procedures,  more  employ- 
ment tax  requirements,  and  more  income  tax  accounting  for  the 
many. 

To  explain  in  a  more  tangible  way  how  this  would  affect  the  typi- 
cal small  business,  I  want  to  give  two  illustrations:  First,  I  want 
to  refer  you,  Mr.  Chairman,  to  the  final  two  pages  of  my  testimony 
where  I  have  provided  a  flow  chart  of  what  payments  to  corpora- 
tions look  like  under  current  law,  and  what  they  might  look  like 
under  H.R.  5011,  or  what  has  been  proposed  in  subsequent  drafts. 

Right  now,  if  you  are  a  small  business  and  you  make  a  payment 
to  a  corporation,  it  is  a  fairly  simple,  three-step  procedure.  You  ask 
for  a  service  from  a  corporation,  the  service  is  rendered,  you  pay 
for  it. 

If  you  look  at  the  chart  on  the  final  page,  what  could  happen 
under  H.R.  5011  is  that  same  procedure  could  be  anywhere  from 
10  to  12  steps.  A  300-  to  400-percent  increase  in  procedure  for  what 
has  been  in  the  past  a  simple  transaction.  This  is  something  that 
small  businesses  will  find  unacceptable. 

I  want  to  conclude  with  a  second  example,  and  I  have  included 
it  in  my  testimony,  of  a  hypothetical  electronics  store  owner,  which 
I  would  suggest  that  each  member  of  this  subcommittee  would  be 
likely  to  have  in  his  or  her  district.  The  electronics  store  owner 
with  her  small  business  arrives  to  work  one  day  to  find  that  a 
water  leak  has  shorted  out  most  of  the  electricity  in  the  store,  and 
she  can't  display  her  TVs,  stereos,  and  other  products  she  has.  It 
is  an  emergency. 

It  is  crucial  to  getting  her  business  done  to  get  an  electrician  in 
there  and  get  it  fixed.  When  the  electrician  completes  the  work  at 
the  end  of  the  day  and  asks  for  payment,  she  cannot  simply  pay 
him  under  what  is  proposed  in  H.R.  5011. 

She  will  first  ask  for  that  electrician's  tax  identification  number. 
She  will  then  call  the  IRS  to  verify  the  tax  identification  number. 

Now,  as  representatives  of  small  business,  we  have  to  allow  that 
maybe  that  IRS  number  is  going  to  be  busy  or  out  of  order.  The 
claim  has  been  made  that  the  program  will  be  a  pilot  and  it  will 
work  well,  and  I  was  thinking  this  claim  over  the  other  day  as  I 
stood  in  line  at  the  Post  Office.  But  let  us  assume  for  just  a  second 
that  the  phone  line  works  well,  and  the  electronics  store  owner  who 
has  just  had  this  problem  gets  through. 

She  may  be  told  that  she  needs  to  backup  withhold.  That  is,  turn 
around  and  tell  the  electrician,  we  appreciate  all  the  work  you  did 
today,  but  I  cannot  give  you  the  full  amount  that  you  have  asked 
me  for;  I  have  to  take  some  of  it  instead  and  send  it  to  the  IRS. 
Well,  the  electrician,  after  having  probably  changed  his  schedule  to 
do  this  full  day's  worth  of  emergency  work,  may  object.  He  may  say 
that  the  information  on  the  IRS  line  was  inaccurate,  that  there  is 
no  reason  for  backup  withholding. 

But  the  point  here  is  that  can  be  of  no  consequence  to  either 
party.  The  electronics  store  owner,  despite  running  her  business,  at 
that  point  must  become  the  IRS'  on-the-spot  tax  enforcer.  Then  her 
responsibilities  do  not  end  there. 

She  pays  for  the  service  under  H.R.  5011;  and  then  at  the  end 
of  the  year,  she  fills  out  the  1099  form  and  just  in  case  that  is  not 
enough  reporting,  she  also  has  to  add  that  to  her  total  of  1099  pay- 
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merits  for  that  year,  and  include  it  on  her  income  tax  return,  in  ad- 
dition to  sending  the  money  she  backup  withheld  to  the  right  place 
in  the  IRS.  So  this  will  be  her  burden,  not  to  mention  fixing  the 
original  water  leak  that  caused  the  problem  in  running  her  busi- 
ness. 

I  want  to  conclude  by  saying,  Mr.  Chairman,  that  we  acknowl- 
edge that  others  who  have  testified  today  may  see  H.R.  5011  as  a 
lifesaver,  as  a  rafii  that  can  save  them  from  drowning  in  reclassi- 
fication penalties.  But  what  our  members  are  likely  to  see,  the  typi- 
cal small  business  owner  with  five  to  eight  employees,  they  are 
likely  to  see  it  is  just  another  administrative  weight  to  carry  on 
what  is  already  a  difficult  swim. 

Thank  you  very  much,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Isakowitz  follows:] 
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STATEMENT  OF 

MARK  W.  ISAKOWrrZ 
LEGISLATIVE  REPRESENTATIVE 

NATIONAL  FEDERATION  OF  INDEPENDENT  BUSINESS 

Before:  Subcommittee  on  Commerce,  Consumer,  and  Monetary  Affairs 

Committee  on  Government  Operations 

Subject:  Independent  Contractors:   Worker  Classification  and  Income  Reporting 

Date:  June  8,  1993 


Mr.  Chairman,  members  of  the  committee,  my  name  is  Mark  Isakowitz,  and  I  am  a  legislative 
representative  for  the  National  Federation  of  Independent  Business  (NFIB).    NFIB  is  the  nation's 
largest  small  business  advocacy  organization,  representing  more  than  600,000  business  owners 
nationwide. 

I  want  to  begin  by  thanking  you,  Mr.  Chairman,  for  inviting  NFIB  to  testify  before  this 
subcommittee.   We  meet  today  to  try  to  forge  a  delicate  balance  in  the  area  of  employment  tax 
law.   On  the  one  hand,  an  effective  tax  policy  must  ensure  that  taxes  on  a  worker's  income  are 
reported  and  paid  in  a  manner  that  is  prompt,  accurate,  and  complete.   On  the  other,  a  sound  tax 
policy  must  be  sufficiently  unintrusive  so  as  to  create  an  economic  climate  in  which  small  businesses 
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can  thrive.   As  we  look  at  the  independent  contractor  issue,  I  think  we  both  come  to  the  table  in 
general  agreement  that  these  two  goals  can  come  to  an  appropriate  balance,  and  need  not  be  mutually 
exclusive. 

The  Nightmare  of  Reclassification 

There  are  two  issues  at  the  heart  of  this  discussion  today:   worker  classification  and  income 
reporting.   I  will  say  little  about  worker  classification  other  than  this:   for  those  who  have  been 
subject  to  the  processes  and  penalties  of  the  IRS's  employment  tax  examination  program,  it  has  truly 
been  a  nightmare.   We  know  from  reports  by  the  General  Accounting  Office,  the  Department  of  the 
Treasury,  and  from  business  owners  themselves,  that  the  reclassification  program  has  been 
exceedingly  arbitrary  and  punitive.   Others  will  report  the  same  this  morning. 

The  Burden  of  Paperwork 

I  would  like  to  spend  the  remainder  of  my  time  addressing  the  issue  of  income  reporting  and 
1099  compliance.    NRB  shares  the  view  that  the  IRS  should  change  its  focus  from  reclassification  of 
worker  status  to  1099  information  return  compliance  as  a  method  to  insure  that  payments  made  are 
reported.   On  that  general  principle,  we  are  on  board.   But  on  the  specific  vehicle  that  has  been 
proposed  to  accomplish  this,  as  embodied  in  H.R.  5011  during  the  last  Congress,  NFIB  is  deeply 
concerned  that  any  relief  from  reclassification  problems  will  be  dramatically  offset  by  a  new  and 
larger  problem  that  will  be  far  more  detrimental  to  small  business. 


146 


In  short,  reduced  reclassification  penalties  for  substantially  more  information  reporting 
requirements  and  fines  is  not  a  trade  most  small  businesses  would  make.   Consider  the  following: 

In  a  1992  NFIB  Foundation  survey,  small  business  owners  were  given  a  list  of  75  problems 
and  asked  to  rank  the  severity  of  each  for  their  firms.   In  the  survey,  independent  contractor  problems 
ranked  70th.   Compliance  with  federal  government  paperwork,  on  the  other  hand,  ranked  eleventh, 
and  unreasonable  government  regulations  ranked  eighth.   In  fact,  the  regulatory  and  paperwork 
burdens  placed  on  small  business  by  the  government  was  the  fastest  rising  area  of  concern  in  the 
entire  survey. 

This  phenomenon  is  no  mystery.   The  reporting  and  record  keeping  burden  imposed  on  the 
private  sector  by  the  federal  government  is  enormous  and  growing.   According  to  the  Office  of 
Management  and  Budget,  the  American  people  spend  no  less  than  6.5  billion  hours  each  year 
completing  federal  paperwork  requirements.    Estimates  of  how  much  this  costs  our  economy  range 
from  100  billion  to  500  billion  dollars  per  year. 

Right  Approach.  Wrong  Solution 

It  is  in  this  light  that  NFIB  believes  tiiat  the  expanded  and  more  stringent  information 
reporting  requirements  included  in  H.R.  5011  and  subsequent  drafts  would  be  detrimental  to  small 
business.  These  requirements  would  have  a  disproportionately  negative  impact  on  small  business,  the 
sector  of  our  economy  that  has  produced  the  majority  of  jobs  created  over  the  last  two  decades. 
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There  are  several  specific  provisions  of  H.R.  5011  that  would  place  substantial  new  burdens 
on  small  business.    Expanded  1099  requirements,  mandated  use  of  the  IRS  toll  free  number,  backup 
withholding  (withholding  a  portion  of  a  nonemployee  service  provider's  pay  and  sending  it  to  the 
IRS),  and  vastly  higher  penalties  are  the  most  obvious.   But  each  of  these  parts  taken  by  themselves 
do  not  tell  the  whole  story.   There  is  a  bigger  picture  here.   It  is  very  likely  that  the  collective  impact 
of  such  requirements  would  change  the  natural  routine  of  commerce  in  a  way  that  would  distort  the 
regular  operating  procedure  of  most  American  small  businesses. 

Let  us  consider  for  a  moment  why  an  American  goes  into  the  landscaping  busitiess,  for 
example,  and  why  he  succeeds  in  it.  This  business  owner  wants  to  call  the  shots.   He  does  not  want 
to  call  the  IRS.   When  the  business  owner  procures  a  service  from  another  company,  he  wants  to 
spend  time  thinking  about  who  has  the  most  competitive  price.   He  does  not  want  to  spend  his  time 
aggregating  his  earlier  payments  to  such  companies  to  see  if  he  has  gone  over  the  threshold  for 
reporting  requirements.   He  wants  to  make  a  major  purchase  for  his  business  based  on  whether  it  is 
good  or  bad,  prudent  or  foolish.   He  does  not  have  the  time  to  focus  excessively  on  whether  what  he 
is  buying  would  be  considered  by  the  IRS  to  be  a  good  or  a  service.   He  wants  to  compete,  and  to  do 
so  he  wants  his  competitor  to  live  by  the  same  rules  as  he  does.   But  he  does  not  want  to  be  the 
government's  agent  to  enforce  those  rules  on  others. 

These  are  just  a  few  examples  of  possible  information  reporting  activities  that  run  counter  to 
operating  a  small  business  in  a  healthy,  normal  atmosphere.   H.R.  5011  proposes  each  of  them.   And 
as  Jody  Allen,  a  Washington  Post  editor,  recendy  noted,  policy  innovations  "are  likely  to  work  best  if 
they  are  straightforward  in  design"  and  "do  not  fly  in  the  face  of ...  human  nature."   Injecting  high 
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penalties  and  requirements  into  the  regular  transactions  between  two  companies  does  not  pass  this 
test. 

The  typical  NFIB  business  owner  employs  five  to  eight  people.   Chances  are  the  employer  is 
responsible  for  all  record  keeping.   Chances  are  the  company  employs  no  independent  contractors, 
and  therefore  has  no  worker  classification  problem.   However,  a  solution  such  as  H.R.  5011  would 
result  in  an  expanded  set  of  responsibilities  by  this  business  owner. 

To  begin  with,  there  is  the  expanded  1099  requirements  for  payments  made  to  corporations 
for  services.    Under  current  law,  1099  forms  are  required  on  all  payments  to  independent  contractors 
for  services  that  are  $600  or  above.  The  penalty  for  not  completing  the  forms  is  $50  and  payments 
to  corporations  are  exempt  from  this  requirement.    H.R  501 1  would  include  corporate  services  and 
increase  penalties  for  noncompliance. 

A  service  provided  by  a  corporation  would  include  things  like  car  rentals  and  hotels.   This 
means,  for  example,  that  an  auto  supply  wholesaler  who  sends  her  regional  representatives  to  sales 
conventions  will,  under  legislation  like  H.R.  5011,   have  to  keep  track  of  how  many  times  each  of 
them  used  an  individual  rental  car  company  in  various  places  around  the  country,  and  then  aggregate 
how  much  each  has  paid  to  that  company  to  determine  if  the  1099  reporting  threshold  has  been 
reached.   The  wholesaler  will  need  to  have  a  constant  tally  of  such  expenditures  that  her  employees 
are  making  from  Connecticut  to  California,  so  that  he  will  know  whether  or  not  to  obtain  the  tax 
identification  number  of  Hertz,  Holiday  Inn,  Motel  Six,  and  others. 
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Of  course,  the  stiff  new  penalties  imposed  by  H.R.  501 1  leave  this  company  no  other  choice 
but  to  comply  with  this  burdensome  requirement.   All  the  while,  the  wholesaler  is  likely  to  be 
wondering  why  she  is  spending  so  much  time  tracking  down  tax  identification  numbers  and  reporting 
payments  made  to  companies  that  probably  have  no  history  of  noncompliance  on  income  reporting. 

The  new  responsibilities  required  by  H.R.  5011  do  not  end  there.    Let  us  look  at  a  different 
business  owner,  perhaps  the  proprietor  of  an  electronics  store.    She  opens  the  store  one  morning  to 
find  that  a  water  leak  has  shorted  out  the  electricity  in  a  portion  of  the  store,  preventing  her  from 
turning  on  and  displaying  her  sample  televisions  and  stereos.    Undoubtedly,  this  is  an  emergency. 
An  electrician  comes  out  and  does  an  entire  day's  worth  of  work.    When  the  electrician  hands  her  the 
bill,  and  if  it  is  above  the  1099  threshold,  she  cannot  just  pay  him  and  go  back  to  running  her 
business. 

As  required,  she  asks  him  for  his  tax  identification  number.   She  then  asks  him  to  wait  while 
she  makes  a  phone  call  to  a  special  IRS  phone  number.    She  calls  and  the  line  is  busy.    She  waits 
and  calls  again.   She  is  told  by  a  recording,  which  she  will  supposedly  be  able  to  access  quickly  and 
simply,  that  the  electrician  underreported  his  income  in  the  previous  year  or  used  an  incorrect  tax 
identification  number,  and  she  is  required  to  backup  withhold  his  pay.   She  tells  the  electrician  she 
cannot  give  him  the  full  amount  for  which  he  has  billed  her,  based  on  what  she  just  heard  on  a  phone 
recording.   He  protests,  saying  he  needs  the  money  for  payroll,  and  the  recording  is  simply 
inaccurate.    His  objections  can  be  of  no  consequence;  she  must  become  the  IRS's  on-the-spot  tax  law 
enforcer.   Then,  after  the  electrician  leaves,  she  is  responsible  for  making  sure  that  the  amount  she 
has  withheld  from  the  electrician's  pay  gets  to  the  appropriate  place  at  the  IRS. 
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This  will  be  her  burden,  to  say  nothing  of  fixing  the  water  leak  and  carrying  out  the 
company's  business. 

Business  owners  will  try  to  comply  with  these  requirements  because  the  potential  liability  of 
not  doing  so  will  be  substantially  higher  under  the  provisions  of  H.R.  501 1.    But  just  to  make  sure 
they  do  comply,  they  will  be  required  to  aggregate  and  report  1099  payments  a  second  time  on  their 
income  tax  returns. 

Mr.  Chairman,  I  am  submitting  as  part  of  my  testimony  two  flow  charts.   They  offer  a  visual 
contrast  of  what  payments  to  corporation  currently  entail,  and  what  they  would  entail  under 
legislation  like  H.R.  5011  (attached). 

Winners  and  Losers 

What  would  the  small  business  owner  get  in  return  for  all  of  these  new  information  reporting 
requirements?   Well,  there  are  winners  and  losers.   The  winners  would  be  those  firms  whose  use  of 
independent  contractors  are  crucial  to  the  day  to  day  operation  of  their  businesses,  and  those 
independent  contractors  themselves.   Some  of  them  are  represented  here  today.   They  would  gain 
some  relief  from  possible  reclassification  penalties,  as  well  as  from  the  amnesty  period  for  employers 
who  are  mistakenly  misclassifying  employees  as  independent  contractors. 

These  proposals  are  laudable,  but  the  small  business  owner  who  uses  an  independent 
contractor  on  more  of  an  ad  hoc  basis  would  still  be  left  with  the  vague  definitions  of  an  independent 
contractor  that  are  provided  by  the  20  common  law  test  and  the  Section  530  safe  harbor.   Yes,  the 
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liability  will  be  reduced,  but  business  owners  and  the  independent  contractors  they  might  use  cannot 
stop  worrying  about  reclassification  penalties  until  a  clearer  definition  exists  of  what  an  independent 
contractor  is. 

And  who  would  lose  in  such  a  system?  The  vast  majority  of  small  businesses.  The  retailer. 
The  auto  supply  wholesaler.   The  electronics  retailer.   The  grocery  store  owner.   The  restaurant 
proprietor.   And  so  on.   Most  small  businesses,  as  the  NFIB  Foundation  survey  indicated,  do  not 
have  an  independent  contractor  problem.   Under  H.R.  5011,  all  will  have  a  new  information  reporting 
problem,  adding  to  a  burden  that  is  escalating  already. 

Independent  Contractors  and  Credit  Card  Solutions 

In  summary,  NFIB  applauds  this  subcommittee's  previous  and  current  efforts  to  remove  the 
inadequacies  and  burdens  of  the  IRS's  employment  tax  examination  program.   We  also  applaud  doing 
so  by  focusing  more  on  1099  reporting  and  less  on  classification.   But  we  believe  that  stiff  penalties 
and  new  paperwork  are  not  the  way  to  go.   To  put  the  matter  simply,  we  must  be  careful  not  to  use 
one  credit  card  to  pay  off  the  other.  That  is,  we  must  not  try  to  reduce  the  magnitude  of  one 
problem  by  creating  another  that  will  undoubtedly  be  more  burdensome  and  costly. 

Thank  you,  Mr.  Chairman. 
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Mr.  Spratt.  What  does  NFIB  do  if  the  reconciliation  bill  passes 
with  the  provision  in  it  extending  the  requirement  to  corporate 
service  providers? 

Mr.  ISAKOwrrz.  Well,  Mr.  Chairman,  we  oppose  that  provision  of 
the  reconciliation  bill.  We  oppose  the  entire  reconciliation  bill. 

Mr.  Spratt.  But  let's  hypothesize  that  it  becomes  la\v,  both  the 
reconciliation  bill  and  that  provision,  then  the  requirement  is 
there,  what  do  you  propose  to  do  to  accommodate  small  business? 

Now,  Mr.  Penman  had  some  excellent  suggestions  about  how  to 
pare  down  this  requirement  and  remove  extraneous  forms  that 
mount  to  milHons  for  AT&T  and  MCI.  One  concern  I  have  as  I  see 
him  narrowing  the  focus  is  that  it  only  seems  to  leave  left  covered 
mostly  small  businesses. 

You  exempt  a  large  business  because  it  has  voluminous  records 
and  it  is  frequently  audited,  and  another  because  it  is  a  public  util- 
ity and  it  has  to  make  rate  filings  and  gets  audited  by  the  public 
service  commissions,  and  so  forth.  As  I  noted  the  exemptions  he 
was  articulating,  and  I  found  them  all  meritorious,  it  seemed  to  me 
that  small  business  was  getting  left  as  about  the  only  entity  that 
was  still  subject  to  it. 

I  am  sympathetic,  having  run  a  small  businesses  myself,  because 
we  don't  have  tax  lawyers,  we  don't  have  tax  departments,  we  don't 
have  people  who  have  1099's  on  the  shelf  that  they  can  pull  down; 
they  have  to  call  some  800  number  at  the  IRS  or  go  to  the  post 
office  and  hope  that  somebody  has  got  some  carbonized  1099's 
there  that  they  can  pick  up  and  bring  home  with  them. 

Assuming  it  is  going  to  become  law,  what  would  make  it  more 
palatable  to  the  NFIB  and  the  small  business  constituency  that  you 
represent? 

Mr.  ISAKOwrrz.  Mr.  Chairman,  if  I  could,  I  hope  you  understand 
if  maybe  I  don't  accept  that  assumption  that  it  will  end  up  becom- 
ing law,  because  we  are  hopefiil  that  it  does  not. 

It  is  a  difficult  question,  because  what  some  have  suggested  here 
is  maybe  to  mitigate  the  effects  of  including  corporations  on  report- 
ing, maybe  you  have  several  exemptions.  The  problem  with  exemp- 
tions is  that  by  definition,  they  add  additional  wrinkles  into  the 
system,  and  it  leaves  small  business  people  just  in  the  same  way 
they  don't  know  what  the  rules  are  currently  in  worker  classifica- 
tion, they  won't  know  what  the  rules  are  in  reporting  payments  to 
corporations,  because  that  is  what  exemptions  tend  to  do.  So  that 
is  the  problem  we  have  with  approaching  it  that  way. 

In  terms  of  how  it  fits  into  the  overall  burden  of  small  busi- 
nesses, I  have  with  me  and  I  often  bring  it  with  me.  This  is  the 
stack  of  regulations  and  paperwork  that  small  businesses  have  to 
comply  with.  So  there  are  plenty  of  places  where  we  could  find  re- 
lief elsewhere.  I  could  forward  to  the  committee  some  ideas  we 
have  in  that  regard.  But  the  way  I  would  like  to  leave  it  is  the  first 
thing  that  we  would  like  to  do  is  not  have  it  extended  to  corpora- 
tions as  it  is  currently  proposed  in  the  reconciliation  bill. 

Mr.  Spratt.  Well,  you  are  doing  what  they  used  to  tell  us  not 
to  do  in  law  school,  you  are  arguing  with  a  hypothetical.  I  am  say- 
ing assume  that  it  does  become  law,  then  what  makes  it  more  pal- 
atable to  the  NFIB?  Are  the  penalties  too  stiff? 
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Should  there  be,  as  Mr,  Perlman  suggested,  or  maybe  it  was  Mr. 
Merritt,  a  lag  time  before  the  implementation  to  allow  for  the  es- 
tablishment and  testing  of  this  online  telephone  ID  verification  sys- 
tem? 

Mr.  ISAKOWITZ.  Mr.  Chairman,  I  hope  you  understand  when  I  say 
that  we  aren't  prepared  to  answer  that  hypothetical.  What  we 
know  right  now  is  that  our  membership  would  not  want  the  in- 
creased administrative  burdens  of  5011  or  of  the  reconciliation  bill, 
and  we  are  going  to  fight  that  battle  first,  and  depending  on  how 
that  comes  out,  we  will  decide  where  we  go  next. 

Mr.  Spratt.  ok. 

Mr.  Perlman,  would  you  agree  that  if  we  adopted  a  broad  and 
liberal  view  of  the  exemptions  and  took  a  very  practical  notion  of 
who  should  be  subject  to  this  new  requirement,  that  we  would 
mostly  leave  small  businesses  as  the  targeted  entities  of  taxpayers 
that  would  have  to  comply  with  this  law? 

Mr.  Perlman.  I  think,  Mr.  Chairman,  that  certainly  small  busi- 
ness would  be  the  largest  recipients  of  them.  They  would  not,  how- 
ever, have  to  fill  as  many  out  under  our  proposed  exemptions. 

Mr.  Spratt.  Would  Intel  have  to  comply  under  your  exemptions? 

Mr.  Perlman.  Absolutely.  We  would  have  to  send  them  out.  We 
probably  wouldn't  get  that  many.  At  least,  I  hope  we  wouldn't  get 
any.  We  would  have  to  shrink  a  whole  lot  before  we  started  getting 
any. 

But  I  think  the  point  that  was  made  by  the  NFIB  is  a  very  im- 
portant point:  The  folks  that  are  least  able  to  cope  with  this  type 
of  burden  are  the  ones  that  would  be  left  holding  the  bag,  and  tnat 
is  small  business.  I  think  it  is  important  for  me  to  state  for  the 
record  that  philosophically  and  emotionally,  TEI  is  also  opposed  to 
taking  the  corporate  exemption  away,  simply  because  of  the  monu- 
mental amount  of  administrative  work  that  would  result. 

Recognizing  that  the  freight  train  was  moving  down  the  tracks, 
we  decided  that  we  would  come  forward  with  what  we  think  are 
some  constructive  suggestions,  but  deep  in  our  hearts,  we  know 
this  is  going  to  be  a  real  mess  once  it  gets  going. 

Mr.  Spratt.  I  asked  the  IRS  earlier,  and  you  heard  me,  I  think, 
what  is  the  policy  basis  for  discriminating  between  individual  pay- 
ees and  corporate  payees?  What  is  the  policy  basis? 

Mr.  Perlman.  I  don't  believe  there  is  any  policy  basis,  Mr.  Chair- 
man. I  think  the  basis  is  purely  administrative.  I  can  give  you  a 
statistic  from  my  company. 

We  have  on  our  master  vendor  file  roughly  38,000  people  who  we 
pay  regularly.  Of  that,  only  3,500  are  noncorporate.  To  convert,  we 
would  have  to  manually  go  through  the  remaining  35,000,  and 
someone  would  have  to  make  a  determination  of  whether  or  not 
they  were  a  service  provider. 

Now,  the  AT&T  example  is  fairly  straightforward,  but  not  as 
straightforward  as  you  might  think.  We  also  buy  equipment  from 
AT&T — and  Xerox,  IBM,  and  other  service  providers.  From  a  prac- 
tical standpoint,  what  my  company  would  probably  do,  is  just  send 
in  a  1099  on  all  35,000  and  let  the  IRS  sort  it  out.  And  that  would 
be  the  worst  of  all  possible  worlds,  because  then  they  would  not  be 
able  to  zero  in  on  those  who  they  are  really  after — the  people  who 
are  not  paying  their  taxes. 
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I  think  everyone  here  today  agrees  that  we  need  to  find  the  route 
of  least  resistance  to  get  at  the  people  that  are  not  complying  with 
the  law.  If  I  were  to  answer  Mr.  Cox's  question  and  say:  What 
would  I  do  in  this  case?  What  would  I  do,  if  I  had  monarchal  pow- 
ers, I  would  sit  down  and  make  us  simply  send  in  our  vendor  file. 
Here  it  is.  Have  a  nice  day  with  it. 

But  from  a  policy  standpoint,  there  is  virtually  no  difference, 
other  than  typically  corporations  are  larger  creatures  than  partner- 
ships and  individuals.  I  suspect  that  is  where  it  came  from.  That, 
and  the  burden. 

Mr.  Spratt.  Mr.  Murphy. 

Mr.  Murphy.  Mr.  Chairman,  I  spent  30  years  of  my  life  with  IRS 
before  coming  to  TEI,  but  I  am  not  sure  of  the  specific  reasons  for 
the  corporate  carve-out.  When  you  think  of  how  individual  1099's 
came  into  being,  however,  a  lot  of  attention  was  devoted  to  the 
need  for  simplicity  and  reducing  the  burden  on  the  taxpayer.  Spe- 
cific issues  were,  and  still  are,  cash  versus  accrual  accounting,  fis- 
cal versus  calendar  year,  and  the  heavy  startup  costs  that  would 
be  involved  with  corporations. 

I  think  Congress  started  out  by  saying,  if  the  taxpayer  is  going 
to  provide  all  of  this  information  to  the  Internal  Revenue  Service, 
the  Internal  Revenue  Service  has  to  do  a  good  job  of  assimilating 
it^-of  matching  it  to  tax  returns,  which  is  something  you  brought 
up  earlier.  Those  problems  existed  20,  30  years  ago,  and  my  feeling 
is  that  problem  exists  today,  because  the  Service  acknowledges  that 
it  cannot  take  that  corporate  information  into  the  present  system 
and  match  it. 

Mr.  Perlman.  Mr.  Chairman,  if  I  might  add  one  thing  that  my 
colleague  just  made  me  aware  of.  Another  potential  burden  of 
SINC  on  small  business  would  be  that  once  you  file  over  250  form 
1099's,  you  have  to  file  on  magnetic  media.  And  many  small  busi- 
nesses, particularly  the  electrician  that  was  referred  to  earlier, 
might  just  not  have  a  computer  in  the  back  of  his  truck  to  do  all 
of  this  work.  So  the  whole  thing  gets  complicated;  the  burden  on 
small  business  would  proportionally  be  far  greater  than  it  would  be 
on  large  business,  but  that  is  not  to  say  it  wouldn't  be  a  burden 
on  us  as  well. 

Mr.  Spratt.  Well,  we  now  have  reached  the  point  where  every 
real  estate  transaction  in  this  country  has  a  magnetic  filing  like 
that,  so  I  mean  it  is  not  impossible  certainly  for  Intel  to  conceive 
the 

Mr.  Perlman.  As  I  say,  the  way  we  will  comply  is  by 
overcomplying. 

Mr.  Spratt.  Mr.  Morgan  and  then  Mr.  Merritt. 

Mr.  Morgan.  Mr.  Chairman,  to  answer  the  question  that  you 
posed  to  the  NFIB,  outside  of  5011,  you  could  raise  the  dollar 
threshold  at  which  the  filing  of  a  1099  is  required.  It  is  currently 
set  at  $600  annual  limit  per  payee.  That  dollar  limit  has  been  in 
effect  for  a  very  long  time,  and  I  think  that,  it  and  of  itself,  ought 
to  be  looked  at  in  addition  to  the  corporate  reporting  as  something 
that  ought  to  be  raised,  and  that  inherently  would  reduce  the  bur- 
den. 

Mr.  Spratt.  Mr.  Merritt. 
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Mr.  Merritt.  I  am  troubled  also,  Mr.  Chairman,  by  the  problems 
we  are  talking  about,  and  I  thought  the  genesis  of  the  proposal  was 
to  deal  with  situations  where  workers  who  are  essentially  individ- 
uals who  incorporate,  so  that  they  avoid  the  requirement  that 
1099's  be  sent  to  them. 

It  may  be  that  if  that  is  the  genesis  for  the  proposal  that  1099's 
be  expanded  to  corporate  payees,  that  focus  more  on  that  area  of 
people,  that  persons  that  are  providing,  in  a  personal  service  cor- 
poration or  something  equivalent  to  tnat — I  mean  I  really  think 
you  have  to  have  substantial  limits.  Otherwise,  I  have  to  give  a 
1099  to  United  Airlines  for  the  transportation  services  they  provide 
to  me  in  my  trade  or  business,  and  I  don't  think  that  is  going  to 
help  anybody. 

The  point  that  Mr.  Perlman  is  making,  that  it  is  easier  for  busi- 
nesses simply  to  give  you  a  1099  on  their  entire  vendor  list,  that 
doesn't  help  anybody,  and  it  won't  help  with  the  matching.  In  fact, 
it  will  throw  off  the  matching  process.  So  you  really  need  to  ad- 
dress this. 

Mr.  Spratt.  Thank  you,  sir. 

Mr.  Cox. 

Mr.  Cox.  Well,  Mr.  Chairman,  having  read  only  the  written  testi- 
mony, and  not  being  here  for  oral  testimony,  I  have  to  apologize 
first  to  the  panel  and  thank  you  for  being  here.  Because  of  your 
particular  focus,  I  wonder  if  I  might  pick  up  where  we  left  off  with 
the  last  panel. 

I  know  some,  if  not  all,  were  here  when  I  asked  for  specific  legis- 
lative suggestions  to  improve  the  Internal  Revenue  Code,  perhaps 
to  provide  sufficient  specificity  so  that  we  wouldn't  be  relied  upon 
under  the  regulation  writing  in  the  Treasury,  or  the  private  letter 
rulings  or  other  administrative  procedures  of  the  Service,  in  order 
to  provide  certainty  in  this  area. 

In  addition  to  asking  for  any  specific  suggestions  that  you  might 
make  to  offer  us  guidance  in  drafting  a  statute,  I  wonder  whether 
you  could  give  me  your  view  whether  it  is  possible  to  do  this  in 
statute  or  whether  we  must,  of  necessity,  delegate  substantial  au- 
thority to  the  Service.  And  I  wonder  if  I  might  begin  at  this  end 
of  the  panel. 

Mr.  ISAKOWITZ.  Mr.  Cox,  to  answer  your  question  on  what  we 
would  do  legislatively,  I  think  NFIB,  as  I  mentioned  in  my  state- 
ment, would  look  at  it  from  two  points  of  view:  No.  1,  the  reclassi- 
fication issue,  and  second,  income  reporting. 

In  terms  of  the  reclassification  issue,  what  we  have  advocated  for 
some  time  is  to  find  some  new  definition,  some  new  set  of  criteria 
that  would  define  who  is  an  independent  contractor  and  who  is  an 
employee,  in  a  much  better  way  than  Section  530  does  or  the  20- 
question  common  law  test.  In  fact,  about  a  decade  ago,  the  GAO 
did  suggest  a  new  set  of  criteria  like  this  that  included  some  con- 
siderations that  aren't  included  now.  So  I  think  that  would  be  the 
way  to  go  in  terms  of  reclassification. 

On  the  income  reporting  side,  we  would  like  to  see  again,  a  re- 
duction in  emphasis  on  classification,  and  additional  emphasis  on 
income  reporting.  But  we  don't  want  to  do  it  the  way  5011  does  it, 
in  a  way  that  affects  the  whole  small  business  culture  by  adding 
IRS  phone  lines  and  more  reporting,  and  so  forth.  What  we  would 
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like  to  do  is — and  I  believe  the  representative  from  the  IRS  men- 
tioned something  like  this  when  he  was  talking  about  working  with 
the  specific  industry  groups. 

If  there  is  underreporting  in  terms  of  1099's,  information  and  in- 
come reporting,  we  would  like  to  find  some  way  to,  No.  1,  target 
those  specific  industries  where  the  underreporting  is  taking  place. 
We  would  urge  the  committee  to  go  back  and  look  at  it  from  that 
point  of  view.  And  second,  we  would  like  it  to  be  done  in  such  a 
way  where,  again,  the  term  I  used  before,  the  on-the-spot  tax  col- 
lector is  not  a  small  business  who  is  backup  withholding,  but  is 
done  elsewhere,  not  by  the  small  business. 

Mr.  Cox.  On  the  classification  question,  is  it  your  view  that  a 
statute  could  be  drafted  with  sufficient  specificity  to  solve  the  prob- 
lem of  the  dollar  thresholds  and  other  objective  criteria? 

Mr.  ISAKOWITZ.  I  think  the  best  way  to  answer  it  is  it  could  defi- 
nitely be  improved  over  the  way  it  exists  now  under  Section  530. 

Mr.  Cox.  Thank  you. 

Mr.  Morgan. 

Mr.  Morgan.  Mr.  Cox,  the  perspective  I  bring  to  this  is  that  of 
a  practitioner  who  has  represented  a  number  of  people,  a  fairly  sig- 
nificant number  of  people,  in  connection  with  IRS  audits.  I  am  not 
certain  that  the  common  law  test  can  be  improved  statutorily. 

My  perception  really  as  someone  outside  of  the  legislative  proc- 
ess, is  that  that  has  been  a  very  frustrating  effort  for  the  legisla- 
tive process,  and  in  view  of  that 

Mr.  Cox.  You  may  have  misspoken,  but  I  think  you  said  that  the 
test  cannot  be  improved. 

Mr.  Morgan.  My  sense  is  that  efforts  have  been  made  since  1978 
to  improve  it,  and  no  one  has  been  able  to  come  up  with  a  test  that 
satisfies  all  of  the  various  constituencies. 

Mr.  Cox.  To  say  that  it  cannot  be  improved,  does  that  mean  then 
that  you  actually  think  the  test  as  presently  applied  works? 

Mr.  Morgan.  No,  I  don't,  and  that  is  why  I  think  H.R.  5011  is 
a  meaningful  piece  of  legislation,  because  I  think  the  problem  with 
the  test,  and  in  my  perception,  virtually  any  test  that  would  re- 
place this,  is  you  would  have  a  tremendous  amount  of  uncertainty 
in  applying  the  test.  Because  there  is  such  a  wide  range  of  factual 
patterns  that  would  have  to  go  through  the  test,  you  would  inher- 
ently have  this  uncertainty. 

Therefore,  I  mean,  I  believe  the  one  that  is  appropriate  is  the  one 
that  is  taken  under  H.R.  5011,  which  is  to  reduce  the  consequences 
of  failing  the  test,  to  take  the  incentive  away  from  the  IRS  from 
trying  to  apply  the  test  to  the  detriment  of  the  taxpayer-imposed 
taxes.  I  think  that  certainly,  given  what  we  have  heard  here  today, 
and  I  think  what  many  of  us  know  the  consequences  of  an  adverse 
audit  and  the  cost  of  fighting  one,  I  think  creates  a  significant 
amount  of  impetus  to  come  up  with  something  that  will  get  the  IRS 
to  change  its  view  and  to  have  businesses  stop  wasting  time  worry- 
ing about  the  issue  to  the  extent  to  which  they  have  to. 

So  my  view  is,  I  am  not  sure  that  you  can  come  up  with  another 
test.  My  view  is  that  the  IRS  needs  to  be  given  some  other  direc- 
tion, turned  away  from  the  test,  and  to  sort  of  take  away  the  im- 
portance of  the  entire  issue  as  a  tax  matter,  and  instead  move  the 
focus  to  one  of  simply  information. 
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Mr.  Cox.  I  would  certainly  agree  with  that,  as  would,  as  you 
know,  members  of  our  previous  panel. 

Mr.  Merritt. 

Mr.  Merritt.  Oh,  I  would  be  much  more  radical.  I  would  first 
do  what  Mr.  Kies  said,  where  we  pretty  much  are,  and  that  is  try 
to  equalize  the  tax  treatment.  And  I  am  going  to  address  just  the 
Federal  tax  treatment. 

Mr.  Cox.  That  was  the  point  to  which  I  was  specifically  address- 
ing, where  there  was  agreement. 

Mr.  Merritt.  I  think  you  have  made  large  steps  in  that  direc- 
tion. There  are  incentives,  as  an  independent  contractor,  you  can 
have  an  H.R.  10  plan,  which  is  a  better  retirement  plan  in  terms 
of  the  amounts  of  money  that  can  be  put  in  there.  So  there  are 
things  that  can  be  done  to  equalize  it.  Then  I  would  get  totally  out 
of  this. 

I  would  make  it  an  election.  The  payer  and  the  payee,  the  busi- 
ness and  the  worker  make  an  election.  Terminable  at  will  with  90- 
days,  6-months  notice,  whatever  you  want. 

If  they  don't  comply  with  what  they  said  they  were  going  to  do, 
if  they  don't  report  the  income,  the  IRS  has  a  right  to  send  them 
a  notice  and  say  starting  tomorrow  we  are  going  to  backup  with- 
hold and  you  get  rid  of  all  this  mess  and  nonsense,  and  that  is 
what  would  I  do  if  I  were  writing  a  clean  slate. 

Mr.  Cox.  Is  it  possible  that  your  ABA  section  could  provide  us 
with  draft  legislation  along  those  lines? 

Mr.  Merritt.  If  I  could  talk  the  ABA  section  into  doing  that,  we 
might  be  able  to  draft  it,  yes,  sir. 

Mr.  Cox.  Well,  I  mean,  is  there  in  fact  a  problem  with  drafting 
a  statute? 

Mr.  Merritt.  We  have  never,  to  my  knowledge,  approved  that 
approach,  but  I  will  be  happy  to  put  it  on  the  table. 

Mr.  Spratt.  You  weren't  here  when  he  gave  his  testimony,  he  is- 
sued six  disclaimers. 

Mr.  Cox.  Actually,  upon  reflection,  I  can  understand  why.  I  won- 
der, though,  and  this  is  not  a  requirement,  and  it  is  easy  for  us  to 
ask  for  help  up  here  in  this  way;  I  offer  it  as  an  opportunity  to  re- 
ject it  or  accept  it,  as  you  like,  but  if  you  would  be  willing  as  an 
independent  contractor  to  provide 

Mr.  Merritt.  I  will  be  happy  to  accept  that  and  try  to  submit 
something  to  you. 

Mr.  Cox.  I  would  appreciate  that. 

Mr.  Murphy. 

Mr.  Murphy.  Well,  I  am  sure  Mr.  Perlman  may  have  different 
views  on  TEI's  behalf,  Mr.  Cox.  So  I  will  just  limit  mine  to  telling 
you  that  over  20  years  ago,  I  was  the  Assistant  to  the  Deputy  Com- 
missioner. A  former  Commissioner  came  into  my  office — and  it  was 
at  the  time  that  a  new  one  was  coming  in — and  he  said  Mike,  I 
thought  the  present  Commissioner  had  done  a  great  job  in  improv- 
ing tax  administration,  considering  the  times  that  the  country  was 
going  through,  but  there  is  one  area  that  really  needs  some  atten- 
tion, because  it  is  so  murky  out  there,  it  is  unbelievable.  And  guess 
what  the  subject  was?  Employee/independent  contractor.  So  that 
new  Commissioner  got  all  charged  up  over  that  and  hired  a  special 
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assistant  to  come  in  and  work  on  it,  work  with  the  Hill,  work  with 
Treasury.  He  came  up  with  a  lot  of  ideas  on  it. 

I  think  probably  what  came  out  of  that  was  Section  530  of  the 
1978  act.  And  lo  and  behold,  we  are  back  here  today  and  I  am 
hearing  the  same  stories.  You  must  know  that  I  do  have  a  friendly 
bias  for  my  old  agency,  but  it  is  a  very  frustrating  thing,  whether 
you  are  working  on  the  private  sector  side  or  the  public  side,  when 
you  don't  have  clear  guidance. 

So  I  would  agree  with  other  panelists,  that  when  you  ask  what 
is  the  role  that  Congress  can  play  after  all  these  years,  my  answer 
is  to  neutralize  that  issue  between  employee  and  independent  con- 
tractor and  to  insist  on  education  of  the  taxpayer  and  the  Internal 
Revenue  Service.  But  I  really  believe  that  is  the  issue  that  has  to 
be  resolved  at  this  level,  and  I  am  not  at  all  convinced  that  you 
are  going  to  see  a  great  improvement  on  that  at  the  Treasury  and 
IRS  level. 

Mr.  Cox.  Thank  you. 

Mr.  Perlman. 

Mr.  Perlman.  Mr.  Cox,  TEI,  as  you  know  from  our  written  testi- 
mony, has  not  commented  on  the  classification  issue.  We  are  much 
more  concerned  with  the  corporate  reporting.  But  if  I  might  take 
my  TEI  mantel  off  for  just  a  moment  and  speak  as  a  corporate  tax 
officer,  this  discussion  gives  me  a  sense  of  deja  vu  concerning  the 
discussion  that  we  have  had  in  the  Ways  and  Means  Committee  on 
how  to  amortize  intangibles.  It  is  also  reminiscent  of  history  of 
what  is  a  capital  gain  and  what  is  ordinary  income.  The  questions 
are  very  fact  specific. 

So  to  answer  your  specific  question  of,  do  I  think  a  statute  can 
be  written  to  handle  this  problem?  Categorically,  no.  Do  I  think  a 
regulation  can  be  written  to  handle  this  problem?  Categorically,  no, 
based  on  25  years  of  experience  of  trying  to  see  a  simple  answer 
for  what  is  by  definition  basically  a  complex  factual  issue. 

I  was  very  much  impressed  with  Mr.  McLaurin's  testimony,  and 
I  couldn't  agree  with  him  more.  The  best  way  to  get  this  off  the 
table  is  not  to  get  the  tax  treatment  of  independent  contractors  and 
employees  close,  but  to  get  it  identical.  Let  the  individual  decide 
what  they  want  to  do,  and  then  focus  on  having  the  IRS  collect  the 
tax  from  whichever  status  they  are  in. 

Mr.  Cox.  I  wonder,  before  we  leave  you,  and  particularly  with 
Mr.  Murphy  at  your  side,  whether  I  might  ask,  of  that  strategy, 
which  has  a  lot  to  recommend  it,  whether  it  might  be  less  pref- 
erable for  the  Service,  because  even  if  the  tax  treatment  were  made 
identical,  it  is  more  difficult  for  the  Service  if  they  have  now  got 
to  go  after  all  of  these  individual  actors.  Whereas  under  the 
present  system,  the  Service  has  an  advantage  in  being  able  to  go 
after  employers,  rather  than  one  at  a  time,  the  independent  con- 
tractors. 

As  a  matter  of  administrative  convenience,  isn't  it  true  that  the 
Service  would  probably  prefer  the  status  quo? 

Mr.  Perlman.  I  will  let  Mike  tell  you  what  the  IRS'  preference 
would  be.  But  my  folks,  the  honest  people  out  there  in  the  world, 
are  going  to  report  whether  they  are  independent  contractors  or 
whether  they  are  salaried  employees,  and  the  dishonest  folks  are 
going  to  cheat  either  way.  I  am  sure  we  have  all  run  across  in- 
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stances  where  someone  had  an  employee  off  the  books.  That  is 
going  to  be  just  as  hard,  if  not  harder  to  find,  as  the  independent 
contractor  that  doesn't  file. 

Mr.  Murphy.  I  think,  Mr.  Cox,  that  I  look  at  the  issue  of  how 
the  Service  would  deal  with  an  independent  contractor  and  how  it 
would  deal  with  the  employee,  almost  as  I  look  at  the  difference  be- 
tween auditing  a  corporation  or  auditing  an  individual  taxpayer. 
There  are  techniques  for  dealing  with  each. 

We  mentioned  1099's  earlier.  If  you  have  a  situation  of  being 
able  to  match  to  a  filed  return,  that  is  certainly  one  way  of  dealing 
with  high  volume.  I  can't  speak,  obviously,  for  the  Commissioner, 
but  I  can  tell  you  that  inside  the  Service  there  is  as  much  frustra- 
tion about  this  issue  as  outside  of  the  Service.  They  can  only  deal 
with  the  tools  that  they  have.  And  the  tools  are  not  good  enough 
to  keep  this  type  of  difference  of  opinion,  even  within  businesses. 

I  have  met  with  some  of  these  associations  when  I  was  with  the 
Service,  where  they  would  even  admit  that  within  their  own  orga- 
nizations, you  could  have  some  that  were  advocates  of  employees 
and  some  were  advocates  of  independent  contractors.  They  couldn't 
even  get  an  agreement  amongst  themselves  on  it. 

Now  maybe  there  has  been  a  lot  of  improvement  since  I  left  the 
Service.  But  I  think  it  comes  back  to  my  point  of  leveling  the  play- 
ing field  between  employees  and  independent  contractors.  My  point 
is  similar  to  Bob's,  except  I  think  there  is  a  possibility  of  working 
out  something  statutorily  on  it. 

I  also  think  you  have  to  get  back  to  the  issue  of  whether  these 
taxpayers — be  they  employees  or  independent  contractors — are,  in 
fact,  complying  and  reporting  the  income  that  they  are  earning, 
which  I  believe  is  what  this  subcommittee  is  trying  to  get  at.  I 
don't  know  if  that  is  clear  to  you,  but  that  is 

Mr.  Cox.  That  is  very  helpful.  Thank  you. 

Mr.  McCormally. 

Mr.  McCormally.  Having  my  two  bosses  disagree  with  one  an- 
other, I  think  I  will  just  avoid  the  opportunity  to  have  one  or  both 
of  them  disagree  with  me,  especially  since  the  institute  doesn't 
have  a  formal  position  on  this  issue.  Thank  you. 

Mr.  Cox.  This  is  a  fine  opportunity  for  us  to  synthesize  tax  policy 
and  revenue  collection,  and  I  think  we  can  all  agree  that  the  status 
quo  is  untenable.  If  you  will  permit  me,  Mr.  Chairman,  a  brief 
story.  I  used  to  teach  Federal  income  tax  at  Harvard  Business 
School.  When  I  gave  a  final  exam  to  one  student — it  was  a  3V2 
hour  exam  and  they  have  to  fill  up  as  many  blue  books  as  possible. 
And  one  student,  and  this  is  a  second-year  course,  who  was  taking 
it  just  before  graduation  because  he  needed  the  credits.  Because  it 
was  a  5-hour  course,  he  put  in  his  blue  book  only  one  page,  actu- 
ally a  part  of  one  page.  He  said  Professor  Cox,  what  I  have  learned 
in  your  course  is  that  income  tax  is  extraordinarily  complicated  and 
when  I  get  out  in  business,  I  sure  as  hell  better  hire  somebody  who 
knows  how  it  works.  He  probably  has  done  very,  very  well  in  the 
real  world,  but  he  didn't  do  very  well  in  that  course. 

Mr.  Spratt.  The  big  question  is  did  he  pass  your  exam? 

Mr.  Cox.  No. 

Mr.  Spratt.  Thank  you  very  much  for  your  testimony  and  the  ex- 
cellent ideas  you  brought  forth.  We  appreciate  it. 
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Any  further  submissions  you  would  like  to  make,  we  would  wel- 
come the  receipt  of  them. 

Our  final  panel  is  composed  of  Mr.  Michael  Hobbs,  who  is  the 
president  of  Hobbs,  Inc.  He  represents  the  Carpentry  Industry 
Partnership.  He  will  be  accompanied  by  Mr.  David  Bucnis. 

In  addition,  Mr.  Earl  Pace,  who  is  the  president  of  Pace  Data 
Systems,  Inc.,  and  the  founder  of  the  National  Black  Data  Process- 
ing Associates;  and  Ms.  Pamela  F.  Olson,  who  appears  of  behalf  of 
San  Joaquin  County,  CA. 

Mr.  Hobbs,  you  are  the  first  on  deck,  and  we  welcome  all  of  you 

here. 

We  have  your  prepared  testimony,  and  just  as  a  general  provi- 
sion, as  we  stipulated  before,  we  will  make  them  part  of  the  record, 
so  that  you  can  summarize  it.  And  if  you  could  present  your  oral 
testimony  in  10  minutes,  we  would  appreciate  it. 

STATEMENT  OF  MICHAEL  HOBBS,  PRESIDENT,  HOBBS  INC., 
REPRESENTING  THE  CARPENTRY  INDUSTRY  PARTNERSHIP, 
ACCOMPANIED  BY  DAVID  BUCNIS,  JOURNEYMAN  CAR- 
PENTER 

Mr.  Hobbs.  Thank  you. 

We  have  asked  David  Bucnis  to  go  first,  if  that  is  acceptable  to 
the  committee? 

Mr.  Spratt.  That  is  fine. 

Mr.  Bucnis. 

Mr.  Bucnis.  Thank  you,  Mr.  Chairman,  Mr.  Cox.  I  am  David 
Bucnis,  a  journeyman  carpenter  who  has  worked  in  the  trade  for 
9V2  years.  I  have  worked  both  for  public  and  private  residential 
construction,  as  well  as  commercial  construction. 

When  I  started  working  in  construction  in  1984,  I  remember 
some  people  working  as  independent  contractors,  but  it  was  mainly 
residential  construction,  and  there  weren't  many  people  doing  it. 
Now  this  problem  of  misclassification  has  grown  out  of  control. 

It  now  seems  to  be  a  normal  practice  for  people  to  be  called  inde- 
pendent contractors  instead  of  employees,  because  it  is  cheaper  for 
the  employers.  Being  misclassified,  the  employer  doesn't  have  to 
pay  taxes  on  employment  or  on  Social  Security,  but  he  still  treats 
these  people  as  employees.  He  tells  them  what  to  do,  how  to  do  it, 
when  to  do  it,  as  well  as  supply  all  of  the  building  materials  that 
he  needs. 

This  problem  of  misclassification  must  stop.  These  people  are 
putting  good,  reputable  companies  out  of  business,  because  they 
cannot  compete  with  the  law-breaking  companies. 

Being  a  diabetic,  I  find  it  very  difficult  to  find  companies  that 
carry  health  insurance.  The  contractors  that  are  breaking  the  law, 
they  are  putting  the  honest  companies  that  carry  insurance  out  of 
business.  This,  in  turn,  makes  it  difficult  for  me  to  work  for  compa- 
nies that  carry  insurance  that  I  need. 

Recently,  I  took  two  jobs  with  two  different  companies  that 
knowingly  misclassified  me.  They  classified  me  as  an  independent 
contractor,  even  though  they  provided  me  with  tools,  building  ma- 
terials, told  me  what  to  do,  how  to  do  it,  and  when  to  do  it.  None 
of  these  companies  sent  me  1099's. 


iw 


163 

All  the  information  that  was  gathered  was  given  to  the  proper 
State  and  Federal  agencies.  I  hope  that  the  State  and  Federal 
agencies  will  soon  start  to  enforce  the  laws  to  make  this  a  reputa- 
ble business  again.  , 

I  am  trying  to  stop  these  law-breaking  contractors  by  testifVing 
here  today  as  well  as  taking  jobs  to  find  out  if  contractors  are  obey- 
ing the  law  or  not. 

Thank  you,  Mr.  Chairman  and  Mr.  Cox. 

Mr.  Spratt.  Thank  you  very  much,  Mr.  Bucnis. 

[The  prepared  statement  of  Mr.  Bucnis  follows:] 
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Testimony  of 

David  Bucnis 


I  am  a  journeyman  carpenter.   I  have  been  working  as  a  carpenter  for  9  1/2  years  in 
Connecticut.    I  have  worked  on  public  and  private  residential  construction,  commercial 
construction  and  pile  driving.   The  jobs  I  have  v/orked  on  have  been  both  union  and  non- 
union.  Currently,  I  am  a  member  of  Carpenters  Local  210,  which  is  based  in  Norwalk, 
Connecticut. 

When  I  first  started  working  at  the  trade  in  1984,  I  remember  some  people  working  as 
individual  subcontractors,  mostly  in  residential  construction.   These  were  people  who 
were  provided  with  tools  and  building  materials  by  their  employer,  and  who  were  told 
what  to  do  and  how  to  do  it.  The  employer  wouldn't  pay  social  security  taxes  or 
unemployment  taxes,  nor  would  he  pay  overtime,  withhold  federal  income  taxes,  or 
provide  workers'  compensation  insurance.    Sometimes,  people  would  get  1099  forms. 

This  practice  of  workers  being  treated  as  individual  subcontractors  by  their  employers  has 
been  growing.    Now  it's  happening  in  all  levels  of  construction.    It's  against  the  law, 
because  the  workers  are  clearly  employees.    And  it's  not  fair  to  employers  who  abide  by 
the  law  because  they  are  underbid  by  the  employers  who  save  costs  by  violating  the  law. 

To  battle  this  problem,  I  agreed  with  the  Union  to  go  on  jobs  where  laws  are  violated  to 
collect  evidence.    I  pay  all  of  the  appropriate  taxes,  and  the  Union  sends  my  affidavits 
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along  with  other  forms  to  enforcement  agencies.   So  far,  I  Have  provided  evidence  on  tvr-o 
employers. 

In  September  of  1992  I  worked  for  A.W.  Siscoe  Concrete  Construction  of  Onset, 
Massachusetts.   They  were  a  subcontractor  to  Suffolk  Construction,  also  from 
Massachusetts.   I  worked  for  Siscoe  at  the  construction  of  a  nursing  home  in  Stamford, 
Connecticut.    I  was  hired  at  $9  an  hour  in  cash  -  no  checks,  just  cash.    I  was  not  given 
an  IRS  W-4  form  to  sign.   Taxes  were  not  deducted  from  my  pay.    I  was  supplied  with 
tools  and  building  materials.    I  had  to  be  at  work  by  7  a.m.,  and  quitting  time  was  5:00 
p.m.    Every  day  i  was  given  assignments  from  Siscoe's  foreman.    I  remember  the  first 
week  I  received  my  cash  pay,  1  asked  my  foreman  for  a  receipt  so  1  could  declare  it  to 
the  I.R.S.   The  foreman  told  me  that  I  wouldn't  get  a  receipt,  and  that  it  was  up  to  me  if 
I  wanted  to  declare  the  earnings,  but  as  far  as  Siscoe  was  concerned  I  didn't  exist.   Siscoe 
didn't  send  me  a  1099  form  for  1992.    I  paid  all  of  the  appropriate  state  and  federal 
taxes. 

I  supplied  the  evidence  on  Siscoe  to  the  Union  and  I  completed  an  SS8  form  for  the  IRS 
to  determine  whether  1  was  an  employee  or  not.   The  Union  sent  any  affidcit:  ind 
forms  to  the  I.R.S.,  the  Connecticut  Workers  Compensation  Commission,  the 
Connecticut  State's  Attorney,  the  Connecticut  Department  of  Revenue  Services  and  the 
Connecticut  Unemployment  Compensation  Field  Audit  Unit.   As  of  yet,  no  action  has 
been  taken  that  I  know  of  to  enforce  the  law. 
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The  second  job  1  took  was  in  October  1992  with  Concrete  Inc.  of  Orange,  Connecticut. 
They  were  a  subcontractor  to  Pace  Construction  of  Bridgeport,  Connecticut.    We  were 
building  an  affordable  housing  complex  in  Norwalk,  Connecticut.    Because  there  were 
public  funds,  it  was  a  prevailing  rate  job,  and  the  rate  for  carpenters  was  $19.90  an  hour. 
I  was  paid  $8  an  hour  in  cash.    I  was  told  that  work  was  from  7  a.m.  to  3:30  p.m.  and 
that  I  wouldn't  receive  overtime.    Also,  1  was  told  that  the  pay-week  went  from 
Thursday  to  Wednesday  and  I  would  be  paid  Friday  or  Monday.    I  was  never  requested 
to  sign  a  W-4  form.    Everyday,  I  was  supplied  with  tools  and  building  materials,  and  my 
work  was  directed  by  my  foremen. 

The  Norwalk  Housing  Authority  had  a  clerk  of  the  works  on  the  job.   One  day,  I  let  him 
know  that  I  was  not  being  paid  the  prevailing  rate.    He  did  not  take  any  corrective 
action.   On  my  last  day  of  employment,  I  told  the  owner  of  Concrete,  Inc.  that  I  was  not 
being  paid  properly.    He  responded  that  he  would  continue  paying  me  improperly  as  long 
as  no  one  was  checking,  and  I  could  leave  if  I  didn't  like  it.    1  did  not  get  a  1099  form 
from  Concrete,  Inc  tor  1992.    I  paia  all  of  the  appropriate  state  and  federal  taxes. 

Again,  I  supplied  material  to  the  Union  and  1  filled  out  an  SS8  form.    The  material  was 
sent  to  ail  of  the  enforcement  agencies.   This  May,  the  I.R.S.  determined  that  1  was 
Concrete,  Inc.'s  employee  and  not  an  individual  subcontractor.    We  haven't  heard  from 
any  otner  enforcement  agencies. 

On  both  of  these  jobs  1  worked  like  1  did  for  any  other  employer  who  had  classified  me 
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as  an  employee.  This  practice  of  illegally  classifying  employees  as  subcontractors  has  got 
to  end.    It's  driving  down  working  standards,  cheating  the  government  out  of  revenue  and 
forcing  employers  who  abide  by  the  law  out  of  business. 

Finally,  I  have  diabetes,  so  I  need  a  job  with  medical  benefits.  Maintaining  my  insurance 
is  difficult,  because  employers  with  benefits  who  abide  by  the  law  are  finding  it  difficult 
to  get  jobs. 


168 

Mr.  Spratt.  Mr.  Hobbs. 

Mr.  Hobbs.  Thank  you. 

During  the  first  2  years  that  I  ran  the  company  that  I  currently 
run,  I  lost  a  lot  of  money,  which  was  sort  of  the  ultimate  tax  shel- 
ter. So  when  I  started  to  make  some  money,  I  became  one  of  those 
willing  and  cheerful  taxpayers  and  viewed  the  Grovernment  simply 
as  a  partner.  This  issue  alone  is  starting  to  make  me  wish  to  dis- 
solve the  partnership. 

Almost  all  of  the  testimony  today  has  concerned  1099  and  Fed- 
eral income  tax,  and  while  that  is  certainly  a  large  concern,  my  as- 
sumption is  that  one  would  not  be  allowed  to  classify  his  employees 
as  employees  for  Federal  tax  purposes  and  subcontractors  in  the 
State  in  which  he  works  or  vice  versa.  Therefore,  unemployment 
compensation  and  workers'  compensation  become  very,  very  serious 
issues. 

This  issue  really  came  before  the  Congress  initially  because  Con- 
gressman Lantos  and  Congressman  Shays  held  hearings  on  the 
construction  industry.  In  Connecticut,  particularly,  we  are  finding 
that  contrary  to  what  we  heard  today,  the  difference  between  some- 
one classifying  an  employee — classifying  a  worker  as  an  employee 
and  a  subcontractor,  can  be  very  significant  indeed. 

Our  workers'  compensation  bill,  as  an  example,  is  about  $25  per 
$100.  It  depends  on  exactly  what  happens.  An  independent  sub- 
contractor, an  individual  employee  doesn't  have  to  carry  that  at  all. 

The  whole  idea  of  1099's  and  matching  income  assumes  that  peo- 
ple are  in  the  system.  There  is  a  giant  cash  economy.  David  just 
alluded  to  an  apparently  reputable  contractor  doing  Government 
work,  who  is  not  in  the  system.  He  is  paying  people  in  cash. 

At  that  earlier  hearing,  we  were  told  that  virtually  the  entire 
building  maintenance  business  in  this  country  is  run  off  the  books. 
I  don't  think  that  we  can  sit  back  and  say,  if  we  could  solve  the 
problems  of  the  IRS  and  the  1099,  that  we  would  have  this  problem 
solved  by  any  means. 

Let  me  just  show  you  what  happens  in  Connecticut  right  now. 
Our  unemployment  compensation  system  owes  the  Government  be- 
tween $700  million  and  $1  billion.  We  are  a  very  little  State.  There 
are  not  many  people  paying  for  that. 

I  paid  my  share  to  keep  it  solvent  while  things  were  good,  and 
my  illegal  competitors  did  not  pay.  We  have  reached  the  point 
where  we  have  to  keep  the  interest  current,  so  we  will  face  a  30- 
percent  surcharge — I  will,  on  my  unemployment  compensation  bill, 
he  will,  also.  Thirty  percent  of  nothing  is  still  nothing,  so  his  com- 
petitive advantage  over  me  is  going  up. 

I  am  not  sure  whether  a  second  iniury  fund  is  something  which 
all  States  have,  but  we  have  a  second  injury  fund,  which  is  funded 
by  a  surcharge  on  our  individual  workers'  compensation  premiums. 
It  covers  uncompensated  care  for  workers  who  aren't  covered.  So  if 
I  hire  my  worker  as  an  employee  and  carry  a  workers'  compensa- 
tion premium,  part  of  that  premium  goes  to  fund  the  second  injury 
fund  which  pays  for  the  illegally  misclassified  subcontractor  who 
works  for  my  competitor,  who  is  beating  my  brains  out  by  25  per- 
cent. This  is  clearly  not  the  action  of  a  benevolent  partner. 

I  think  that  what  I  hear  again  today  is  a  lot  of  comment  about 
the  IRS'  behavior,  and  I  am  not  sitting  here  to  defend  that.  Just 
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as  an  aside,  the  IRS  just  forgave  a  $500,000  withheld,  but  not  paid, 
payroll  tax  debt  to  a  competitor  of  mine  who  had  been  beating  my 
prices  for  years.  So  they  just  wrote  him  a  check  for  $500,000  to 
subsidize  his  illegal  behavior,  which  is  something  beyond  me. 

When  we  questioned  the  IRS  about  it — well,  we  are  not  going  to 
be  able  to  collect  the  debt,  he  went  bankrupt,  so  don't  worry  about 
it.  We  can  match  horror  stories  with  anybody. 

I  don't  necessarily  think  that  is  the  entire  issue  here.  The  only 
subject  that  I  have  ever  heard  everybody  agree  on  is  that  the  20- 
question  common  law  test  is  unworkable. 

It  is  so  beyond  me,  I  cannot  get  it  straight  in  my  head.  I  can  un- 
derstand where  if  you  had  20  questions,  somebody  who  wanted  to 
make  a  problem  could  make  a  problem.  I  have  heard  testimony 
that  a  nurse  who  worked  8  hours  a  week  was  classified  as  an  em- 
ployee. 

One  of  the  tests  is:  Do  you  work  for  one  employer  or  other  em- 
ployers? If  you  are  working  8  hours  a  week,  and  all  for  one  em- 
ployer, I  don't  even  think  it  comes  up.  I  also  heard  that  there  was 
a  contract  computer  consultant  who  could  work  in  his  own  house. 
Contract  to  me  means,  I  give  you  a  bid,  I  will  do  your  job  for  you 
for  $10,000.  If  I  can  do  it  in  an  hour,  I  made  a  lot  of  money.  If  it 
takes  me  a  year,  I  didn't  make  any.  So  I  have  a  profit  motive.  And 
if  I  am  a  consultant  truly,  then  I  am  not  an  employee,  so  I  consult 
for  a  number  of  people. 

I  think  those  are  the  three  key  issues  of  any  definition  of  who 
is  an  employee.  If  there  is  a  profit  motive  on  the  part  of  the  em- 
ployee, he  is  a  subcontractor.  If  he  works  for  other  people,  he  is  a 
subcontractor;  more  than  one,  multiple  employers,  he  is  a  sub- 
contractor. And  if  he  controls  his  own  work,  he  is  a  subcontractor. 
In  the  absence  of  those  three  things,  he  is  not. 

Parenthetically,  for  our  friend  from  South  Carolina,  anybody  who 
thinks  that  he  is  going  to  get  freedom  by  working  for  himself,  I  be- 
lieve will  be  sadly  disappointed.  The  Government  has  a  few  other 
little  restrictions  that  it  puts  on  us  from  time  to  time.  And  our 
problem  in  Connecticut  is  that  when  these  people  elect  to  be  free, 
when  they  get  unemployed  or  sick  or  hurt,  those  of  us  who  consider 
ourselves  indentured,  wind  up  paying  their  bills,  and  we  don't  like 
that.  So  we  believe  that  if  the  person  wants  to  be  an  independent 
subcontractor,  that  we  expect  him  to  pay  his  own  share,  which  is 
not  the  case  where  we  are. 

There  are  a  couple  of  sacred  cows  in  this  country,  and  small  busi- 
ness is  one  of  them.  I  keep  hearing  about  how  wonderful  small 
business  is. 

I  am  a  small  businessman,  and  I  can  tell  you  that  the  small  busi- 
ness profile  is  just  about  the  same  as  any  other.  It  is  a  bell-shaped 
curve.  We  have  some  saints,  and  we  have  some  horrible  people,  and 
then  we  have  a  lot  of  people  in  the  middle  who  cheat  a  little  bit 
here  and  there.  I  would  submit  that  is  true  of  virtually  any  group 
you  would  care  to  identify. 

But  somehow,  when  small  business  is  invoked,  we  seem  to  get 
assumptions  that  small  business  doesn't  need  to  obey  the  same 
laws  that  the  Congress  or  the  State  legislatures  promulgated  for 
everyone  else.  And  I  don't  understand  that.  We  have  people  in  our 
State  who  tell  us  that  they  can't  create  jobs  if  they  have  to  pay 


170 

workers'  compensation.  They  can't  create  jobs,  if  they  have  to  pay 
premium  time  for  overtime.  They  can't  create  jobs,  if  they  have  to 
contribute  to  the  unemployment  compensation  system, 

I  have  a  real  easy  answer  for  that:  We  don't  need  your  jobs.  We 
have  all  the  low-wage,  no-benefit  jobs  we  need  in  this  country.  And 
if  somebody  is  truly  interested  in  being  a  free  subcontract  kind  of 
worker,  it  seems  to  me  that  is  there. 

In  the  construction  business,  if  I  hire  a  plumber,  that  plumber 
comes  to  work  for  me  on  a  job  for  an  agreed-upon  price,  and  then 
he  goes  and  works  for  the  next  contractor  on  that  job  for  an  agreed- 
upon  price,  and  he  is  a  legitimate  subcontractor  and  he  is  paying 
his  share  of  the  system. 

When  I  say  to  David  here,  I  have  been  paying  you  as  an  em- 
ployee and  carrying  the  benefits  on  you,  but  it  is  a  little  expensive. 
I  am  not  getting  any  work,  therefore,  tomorrow  you  come  back  and 
do  exactly  the  same  work  and  I  am  going  to  hire  you  as  an  inde- 
pendent subcontractor.  Even  if  I  tell  David  that  I  am  going  to  ex- 
pect him  to  pay  all  of  the  benefits,  he  isn't  going  to  be  able  to  do 
that.  He  is  not  prepared  to  do  that,  nor  are  the  other  people  in  our 
business. 

We  are  also  finding  the  Northeast  is  still  suffering  through  a 
very  serious  recession.  It  is  a  buyer's  market,  and  therefore,  the 
people  who  are  being  misclassified  are  finding  themselves  being 
paid  quite  a  lot  less  than  the  others. 

To  sum  the  thing  up,  I  will  just  read  something  I  thought  was 
extremely  to  the  point.  After  the  hearing  which  Congressman  Lan- 
tos  hosted,  and  he  didn't  seem  to  be  as  concerned  at  the  beginning 
of  that  as  he  wound  up  being,  this  is  his  quote:  'Tou  are  looking 
at  a  nationwide  pattern  of  fraud  which  penalizes  the  law-abiding 
citizen,  which  punishes  the  law-abiding  business,  which  punishes 
the  law-abiding  worker,  but  benefits  the  crooks  and  the  avoiders 
and  the  evaders  of  their  responsibility." 

Mr.  Spratt.  Thank  you  very  much,  Mr.  Hobbs. 

[The  prepared  statement  of  Mr.  Hobbs  follows:] 
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TESTIMONY  OF  MICHAEL  D.  HOBBS  BEFORE  THE  HOUSE  GOVERNMENT 
OPERATIONS  SUBCOMMITTEE  ON  COMMERCE,  CONSUMER 
AND  MONETARY  AFFAIRS 


JUNES,  1993 
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Introduction 

Chainnsn  Spratt  and  memt^ers  of  the  satKommittee,  my  namo  is  Michaei 
D.  Hobbs,  and  I  am  the  President  of  Hobbs,  Incorporated,  a  small, 
custom  residential  constrvction  company  based  in  New  Canaan, 
Connecticut 

I  would  like  to  begin  my  testimony  by  thanking  the  Chairman  and  the 
other  members  of  Congress,  in  particular  Representative  Christopher 
Shays,  Representative  Tom  Lantos  and  Representative  Charles  Rangel, 
who  have  all  taken  a  keen  Interest  in  the  so-called  independent 
contractor  issue. 

Misdassifvina  Employees  as  Independent  Contractors:  A  National 
Problem  in  the  Constniction  Industry 

Today,  you  will  hear  from,  David  Bucnis,  a  carpenter  who  was 
misdassified  as  an  independent  contractor  working  on  a  publidy-funded 
housing  project  in  Noniraik,  Connecticut  built  by  Pace  Construction  of 
Bridgeport  Connecticut  In  addition,  Mr.  Bucnis  was  apparently 
misdassified  as  an  independent  contractor  while  woriang  on  a  large 
nursing  home  In  Stamford,  Connecticut,  that  was  built  by  Suffolk 
Construction,  one  of  the  largest  commerdal  builders  in  New  England. 

Mr  Bucnis's  case  illustrates  the  consequences  for  construction  workers 
who  face  a  Hobson's  choice  of  working  as  an  independent  contractor 
with  m  workers'  compensation  Insurance,  unemployment  insurance, 
Soda!  Security,  health  insurance  and  pension  or  not  working  at  all. 
The  consequences  of  working  as  an  independent  contractor  without 
health  insurance  protection  could  be  devastating  for  someone  like  David 
who  has  diabetes. 

Sadly,  Mr.  Bucnis  is  not  alone  in  the  construction  industry.  Thousands 
of  construction  workers  in  Connecticut  are  being  forced  to  work  in  this 
manner.  One  construction  industry  analyst  noted  that  'until  benefit 
avoidance  'doesn't  pay'  in  any  state,  the  practice  will  remain  an 
epidemic.' 

In  sworn  testimony  before  the  House  Government  Operations 
Subcommittee  on  Employment  and  Housing  in  1991  a  carpenter  testified 
that  he  worked  as  a  so-called  independent  contractor  on  a  jobsite 
developed  by  Trammell  Crow  Residential,  the  nation's  largest  residential 
developer  Another  carpenter  testified  about  being  misdassified  on  a 
Red  Lobster  Restaurant  Jobsite  in  Darien,  Connecticut 
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7770  contractor  who  built  that  restaurant  for  the  General  Mills  subsldiay 
was  later  arrested  and  convicted  oflat>or  violations  related  to  employee 
misclassification. 

According  to  Judge  NIgro,  who  sentenced  the  law-breaking  contractor 
who  built  the  Red  Lobster  Restaurant: 

The  use  of  the  independent  contractor  was  obviously  an  effort 
by  the  employer  to  avoid  responsibility  for  deducting  taxes,  for 
contributing  to  the  unemployment  compensation  division,  and  for 
insurance  purposes. 


According  to  Representative  Lantos,  'You  are  looking  at  a  nationwide 
pattern  of  fraud  which  penalizes  the  law-abiding  citizen,  which  punishes 
the  taw-abiding  business,  which  punisfres  the  law-abiding  worker,  but 
benefits  the  crooks,  and  the  avokJers,  and  the  evaders  of  their 
responsibility....'' 

In  October,  1992,  the  House  Government  Operatktn  Committee  issued 
a  report,  "Contractor  Games:  Misdassifying  Employees  as  Independent 
Contractors,"  which  describes  the  consequences  of  this  fraud  on 
employees,  employers  and  the  government. 

As  Mr.  Bucnis  noted  in  his  testimony,  the  k>ss  of  finandai  benefits  and 
statutory  protections  provided  to  employees  can  be  devastating  in  cases 
of  illness  or  unemployment 

A  Small  Business  Perspective  on  independent  Contractor  Fraud 
The  consequences  for  a  small  business  like  mine  wNdi  plays  by  the 
rules  are  devastating.    The  table  below  indicates  the  average  houriy 
latx)r  cost  for  a  carpenter  in  Westem  Connecticut,  including: 


Wages 

$17.80 

Fringes 

3.00 

doctai  aecuniy 

1.33 

Woriiers'  Compensation 

4.57 

Unemployment 

1.08 

TOTAL  $27.78 
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A$  you  can  see,  a  contractor  can  cat  their  hourly  labor  costs  by  $6.98  or 
approximately  25%  an  hour  If  they  misdassify  their  workers  as 
Independent  contractors  and  fail  to  pay  Social  Security,  federal  and  state 
unemployment  insurance  and  workers'  compensation  coverage. 

Thus,  the  economic  incentive  for  a  contractor  to  cheat  is  far  greater  than 
In  other  industries  because  workers'  compensation  rates  are  significantly 
higher  In  construction.  In  Connecticut,  for  example,  a  contractor's 
average  workers'  compensation  cost  is  $i23.82  for  every  $100  of  payroll. 
(The  Business  Roundtable.  The  Workers'  Compensation  Crisis,..Safety 
Excellence  Will  Make  a  Difference,' January,  1991,  p.9) 

Connecticut's  workers  compensation  costs  continue  to  grow,  as  they  do 
in  every  state.  Connecticut's  2nd  Injury  Fund-which  pays  compensation 
for  employees  wtrose  employers  fail  to  provide  coverage-has  nearly 
doubled  in  the  last  four  years  from  $23.9  million  to  $46.8  million.  (State 
of  Connecticut.  Department  of  Treasury. 

Just  this  past  week  the  State  of  Connecticut  enacted  legislation  to  cut 
costs  by  cutting  benefits  by  19%.  This  important  legislation  also  included 
language-supported  by  labor  and  management  In  the  construction 
industry-to  make  wilfull  misdassification  of  employees  as  independent 
contractors  a  felony.  This  Important  change  will  altow  the  Workers' 
Compensation  Fraud  Unit  to  prosecute  these  cases  of  employer  fraud 
which  have  t>ecome  commonplace  In  the  construction  industry. 

While  this  workers'  compensation  reform  legislation  will  help  cut  costs, 
it  doesnt  mean  that  emptoyers  will  redassify  their  employees  correctly. 
Other  costs  for  Connecticut  contractors,  such  as  unemployment 
compensation,  wilt  continue  to  increase  significantly  over  the  next  five 
years. 

finally,  I  would  be  remiss  if  I  didn't  mention  the  additional  burden 
misdassifkxition  imposes  on  the  nation's  health  care  crisis.  Contractors 
are  not  required  by  law  to  provide  health  insurance  for  their  workers. 
However,  a  contractor  who  misdassifies  workers  as  independent 
contractors,  not  only  avoids  paying  the  mandated  benefits,  Sodal 
Security,  federal  and  state  unemployment  insurance  and  workf^m' 
compensation,  t>ut  it  is  unlikely  to  provide  their  so-called  independent 
contradors  with  any  health  insurance. 
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Guess  who  helps  to  pay  for  the  health  care  costs  of  the  uncovered 
workers  and  their  families?  Small  employers,  like  myself,  who  provide 
their  workers  with  health  protection  ultimately  pay  larger  health  care 
premiums  to  cover  the  uncompensated  costs  for  their  competitor's 
unprotected  workers.  Insured  workers  also  pay  for  their  uninsured 
counterparts  In  the  form  of  reduced  tienefits. 

I  am  not  here  today  to  propose  solutions  to  the  health  care  crisis,  but  you 
should  he  aware  that  health  care  expenses  are  another  indrect,  hidden 
cost  of  employee  misdasslfication. 

Enforcement  Difficulties  in  Construction 

In  addition  to  the  economk:  Incentives  for  contractors  to  misdassify 
employees,  it  is  unlikely  that  they  will  ever  get  caught  doing  it.  The 
constructton  industry  tends  to  employ  a  transient  workforce  that  often 
works  on  different  jobsites  for  relatively  short  periods  of  time. 

As  we  all  know,  state  governments  and  the  federal  government  have 
limited  resources  it  investigate  an  complaints  about  this  or  any  other 
labor  violation. 

Earlier  this  month,  for  instance,  the  State  of  Connecticut  included  two 
addittonal  investigators  to  monitor  compliance  of  labor  laws  on 
construction  projects.  It  was  the  first  time  since  1967  that  additional 
enforcement  personnel  have  been  earmarked  for  the  problems  of  the 
construction  industry. 

Frequently,  by  the  time  a  state  ur  federal  investigator  arrives  to 
investigate  a  complaint  the  offending  contractor  has  moved  on  to  another 
jobsHe.  Moreover,  many  of  the  contractors  who  blatantly  break  the  laws 
are  from  out-of-state  with  no  ties  to  the  local  communities  whatsoever. 

It  is  also  difficult  for  the  IRS  to  track  down  contractors  and  employees 
that  deal  strictly  in  cash.  According  to  one  IRS  source,  "we're 
overburdened  with  many,  many  other  types  of  tax  dodging.  /Manpower 
is  stretched  so  thin  it's  very  difficult  to  make  much  of  an  impact  on  an 
industry  as  vast  as  construction. "  (Cockshaw's  Construction  i^abor  News 
&  Ooiniofi  August,  f^^^  p.3)  Even  if  by  some  chance  a  contractor  is 
caugfrt,  there  is  no  systematic  referral  system  between  state  and  federal 
agencies  on  these  matters  that  I  am  aware  of. 
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Summary 

Mr.  Chairman  and  members  of  the  committee,  I  appreciate  having  the 
opportunity,  as  a  small  businessman  for  more  than  20  years,  to  address 
this  critical  issue  affecting  the  construction  industry. 

Both  labor  and  management  strongly  support  efforts  by  the  committee 
to  Include  more  people  into  the  system  as  employees.  Our  society 
ultimately  works  best  when  there  are  a  lot  of  consumers.  And  a 
carpenters  making  $8  an  hour,  ¥nth  no  benefits,  doesni  consume  very 
much-at  least  where  I  come  from.  He  or  she  wouki  be  lucky  If  they  can 
pay  the  rent  and  buy  groceries. 

The  cost  of  workers '  compensation,  the  cost  of  unemployment  Insurance, 
the  cost  of  Sodal  Security,  the  cost  of  federal  and  state  taxes  are 
supposed  to  impact  ail  employers.  Not  Just  honest  employers  wtio 
decide  to  obey  the  law.  It  is  outrageous  that  I  am  subsidizing  my 
competition  when  they  knowingly  break  the  law  by  mlsdassifying  workers 
as  independent  contractors. 

All  of  us  pay  the  price  for  this  fraud.  Legitimate  small  employers  tose 
jobs,  the  government  hses  revenue  smd  workers  tose  wages,  benefits 
and  the  legal  protections  provided  to  employees. 

For  the  record,  I  have  attached  the  testimony  of  Charles  Thomas, 
Preskjent  of  Harry  L  Thomas,  Inc.,  a  small  business  In  Stamford, 
Connecticut. 

Thank  you. 
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213  MOPE  STREET  •  STAMFORD,  COriNECTIOJT  •  06906  •  203-348-7353 

Chalman  John  fipratt 

House  Goveriuient  Operationa  Subcoanlttee 
On  Connaroe,  Consumer,  t   Monetary  Affairs 
Roon  2247  Raybern  Houie  Office  Building 
Washington,  oc  205IB 

Testimony  of  charl«>  0.  Thomas 

Ret  Rearing  on  Independent  Contractors 

June  9,  1993 

X  would  like  to  thanJc  you  Conoreesaan  John  Spratt  and 
members  of  this  coninittee  for  holding  this  hearing  today  for  this 
most  pervasive  Issue.   X  would  also  like  to  thank  Congressman 
Christopher  shays,  and  Messrs.  Cunningham ,  HolcH?s,  and  Lohr  of  the 
Carpentry  Induetry  Partnership  for  their  untiring  efforts  to 
Identify  and  rectify  the  inequities  of  employment  that  crests 
unfair  conpstltion  in  the  construction  industry. 

Ky  name  Is  Charles  Thomas,  and  X  have  been  president  of 
Harry  L.  Thomas,  Xnc.  for  the  past  nine  years.  We  sell  and 
Install  floorcoverlng  such  as  vinyl,  ceramic,  marble  and  carpet 
for  the  residential  and  oomnercial  market  in  Fairfield  County  in 
the  state  of  Connecticut.  We  employ  17  people;  including 
;   salespeople,  support  staff,  and  Installers. 

I  will  endeavor  to  point  out  to  you  three  issues.   First, 
because  of  misolasslfication  of  floorcoverlng  and  tile  setter 
employees  as  Independent  contractors  by  our  coapetition,  ws  can 
no  longer  successfully  compete  in  the  traditional  employer- 
employee  role.   Secondly,  to  change  from  employer-employee  role 
to  company-installer  role  would  place  my  company  in  possible 
jeopardy  with  the  ZRS.   Third,  independent  company  contractors 
can  opt  out  of  benefits  that  are  either  mandated  or  typically 
provided  for  employees,  therefore  weakening  the  financial 
strength  of  these  programs,  as  well  as  reduoing  the  nunbsr  of 
those  sllgible  for  benefits. 

First,  my  service  business  was  started  in  1951  by  my  father 
with  two  employees  and  had  grown  successfully  along  with 
Fairfield  and  Westchester  Counties  to  upwards  of  thirty  people  in 
1989.   Since  that  time  we  have  downsized  to  adjust  to  the 
recession  and  I  am  currently  downsiiing  again  by  selling  the 
building  1  occupy,  leave  the  warehouse  I  an  leasing,  and  move  to 
guarters  half  the  size.   But  my  business  is  being  adversely 
effected  by  more  than  the  recession.   My  biggest  problem  is  the 
rapid  increase  in  competitors  who  misolassify  their  workers  as 
independent  contraotcrs  and  consequently  have  at  least  30%  fewer 
expenses  than  X  do. 


riMC  rtOOR  AMD  WALLCOVCRIMOS  •  ViriYL  •  PIASTIC  LAMirwrt  •  CARPET  ♦  CERAMIC  TILE 
DISTRIBUTOR  CERAMIC  TILt  •  UTlCRtTE  •  MCXICAfI  TILC  •  TOOLS  •  WOnDBRBOABD  •  ViLtCROraf  BOCH 
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He  hav«  been  very  successful  and  our  market  looke  attractive 
to  lots  of  oorapetitor*.   Out  of  tha  sixteen  vinyl  f loorcovorlng 
buelnessea  in  the  Stamford  phone  book,  a  town  of  180,000,  only 
two  have  employed  installers.  This  is  a  major  shift  from  lo 
years  ago  when,  as  I  recall,  there  were  approximately  14 
businaaaea  with  10  having  installers  on  payroll. 

In  addition  there  are  93  ceramic  tils  lietingfl  In  the 
current  phone  book,  an  increase  of  almost  100%  in  lO  years.   Of 
these  24  listings,  all  are  either  individual  independent 
contractors  working  out  of  their  trucks  or  cars  or  are  businesses 
that  employ  only  independent  contractors.  The  point  is  that  the 
competition  we  are  currently  faced  with  do  not  pay  unemployment 
compensation,  ons-half  social  security  payments,  workers' 
compensation,  medical  benefits,  pension,  vacations,  holidays,  and 
required  management  and  bookkeeping  for  city,  state,  and  federal 
revenue  departments!   And  we  are  just  one  small  trading  area 
across  the  entire  nation  that  has  been  facing  this  issue  for 
years . 

Let  me  give  you  an  example  of  an  installer  who  has  worked 
for  us.   I  will  call  him  Sam.   Less  than  «  months  before 
receiving  his  mechanicshlp  as  a  journeyman  resilient  installer, 
we  were  out  of  work.   We  had  to  lay  off  the  most  junior  resilient 
installer. 

Since  his  lay  off  in  August  of  1991,  he  has  tried  to  find 
work  with  any  firm  in  his  field,  as  an  employee.  The  only  work 
he  could  find  was  as  an  independent  installer  for  a  small  company 
in  our  trading  area,  I  will  call  Epic  Floors.   The  work  he 
performed  for  Epic  Floors  was  as  a  resilient  installer  and  tile 
setter. 

ScUD  was  Epic's  exclusive  installer,  except  for  the  owner, 
who  also  performed  Installations.   He  was  paid  five  dollars  more 
an  hour  than  he  earned  from  me.   The  additional  five  dollars  is 
short  by  at  least  four  dollars  in  paying  for  his  self -employment 
expenses  as  a  self-employed  person  (effectively  reducing  his 
income).   His  compensation  was  based  on  how  long  he  found  %he  job 
would  take  to  install.   A  determination  was  made  during  the  job, 
so  that  he  could  neither  profit  nor  lose  income  as  a  true 
independent  contractor  would. 

Sam  also  works  for  two  other  small  f loorcovering  stores.  At 
these  stores,  he  is  their  exclusive  installer.  If  he  needs  help 
with  moving  a  heavy  appliance,  9am  calls  the  f loorcovering  store 
he  is  subcontracting  for,  and  usually  the  owner  will  send  someone 
to  help. 

Sam  does  no  advertising,  too  much  money  he  says.   All  of  his 
benefits,  taxes,  and  expenses  Sam  had  to  absorb  from  this  income, 
and  use  a  1040  for  tax  purposes,   san  was  given  1099s  from  Epic 
emd  the  Labor  Department.   We  gave  him  a  w-2.   The  other  two 
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stores  did  not  provide  hiK  nor  preeuaably  filed  the  required  1099 
or  W-2. 

Rocantly,  a  competitor  who  usas  eaployad  labor  as  I  do,  loet 
a  larqe  job  to  Bpio  f loorcovsrinq  to  install  a  new  floor  in  a  oar 
dealership  showrooa.  The  job  was  done  at  night,  trtiich  is 
overtlne  work.   The  installers  were  San  and  Rplc's  owner,  working 
together.   San,  as  an  independent  contractor,  was  paid  on  an 
hourly  basis,  could  he  complain  that  he  was  an  employee,  or  turn 
in  Epic's  owner?  He  runs  the  risk  oC  losing  his  major  source  of 
income.  Unfair  as  it  is,  it  is  a  risk  no  one  can  take  as  a  new 
business  in  this  economy. 

As  Epic  gets  more  work  while  utilising  misolassitied  labor, 
my  store  has  less  opportunity  for  this  work,  i  am  forced  to  lay 
off  acre  employees  as  X  receive  less  work.   San  is  one  of  six 
installers  laid  off  in  the  past  24  months.   Five  are  working  as 
independent  installers  for  either  other  flras  zmd/or  thenaelves, 
while  two  continue  to  collect  unemployment  benefits  that  I  pay 
fori  Who  will  pay  the  additional  30-45%  extra  for  my  labor  when, 
they  can  have  my  trained  employees,  as  Epic  is  proud  to  boast, 
for  so  much  less? 

We  make  regular  telephone  surveys  to  follow  up  on  our 
estimates.  We  usually  receive  better  than  60%  of  our  estimates 
(down  froa  10  years  ago).   During  the  past  three  years,  we  have 
received  much  less.  Our  prospective  customers  complain  that  our 
price  is  significantly  more.   This  is  usually  due  to  the  fact 
that  we  are  competing  against  firms  who  use  independent 
contractors  rather  than  employees.  Finos  who  do  not  pay  the 
prevailing  rates  for  wages. 

Outside  of  these  surveys,  I  think  the  aost  telling  connent 
was  by  our  customer  who  told  her  builder  if  she  is  charged  tax  on 
her  labor  she  will  buy  from  a  New  York  State  contractor  who  does 
not  charge  taxes.  This  builder  has  been  reduced  to  burying  in 
the  bill  the  taxes  he  charges  while  working  on  the  estate  for  his 
meagerly  hourly  labor  rate,  so  as  not  to  raise  the  ire  of  this 
customer.  This  is  the  sane  custoaer  who  has  said  we  can  give  her 
a  price,  but  we  are  usually  too  high. 

As  I  have  described,  this  pervasive  independent  contractor 
issue  is  not  only  confined  to  a  company  who  aisclassif ies  their 
workers,  or  a  builder  who  employees  only  independent  contractors, 
but  the  consumer  who  demands  the  cheapest  price  regardless  of  the 
fflisclaasifications  involved.   To  avoid  taxes  and  benefit 
expenses.  What  makes  good  people  resort  to  these  tactics? 

Second,  our  customers  purchase  products  in  our  showroom  and 
expect  these  products  to  be  installed.   Most  of  these  products 
are  not  what  the  consumer  would  normally  install  themselves.   Our 
installers  are  an  integral  part  of  our  overall  product  offering. 
They  are  trained  for  three  and  one-half  to  four  years  and  can 
tiandle  any  situation  they  encounter  in  the  field.  These 


180 

-4- 


installers  have  information  presented  to  then  to  continually 
update  changea  in  the  products  they  install.   The  consuiiisr 
expects  our  store  to  warranty  and  service  the  products  we 
install.  Therefore  w«  rely  heavily  on  our  installers  skill  and 
customer  relations. 

Nearly  every  job  is  different  considering  materials, 
preparation, and  conditions  on  the  job,  so  estimating  is 
subjective  as  wall  as  objective.   It  is  hard  to  install  these 
products  on  a  per  square  foot  basis.   I  need  the  people  I  have 
trained  to  perform  my  installations.   I  cannot  have  the 
installers  I  have  spent  years  training  working  for  other  stores 
or  contractors,  since  our  skilled  installations  is  the  primary 
difference  between  ourselves  and  our  competitors. 

For  arguments  sake,  if  I  wanted  to  change  our  employees  to 
independent  contractors,  to  reduce  our  enploynent-related  costs 
to  be  competitive,  Z  would  have  to  run  a  real  risk  that  the  IRS 
would  rule  that  t  have  misclassified  the  installers  and  be 
subject  to  a  huge  penalty  that  could  force  me  out  of  business. 
As  you  know  we  are  precluded  from  the  protection  from  Section 
530,  since  we  have  continued  to  classify  our  Installers  as 
employees  since  1977.  Our  only  method  would  be  to  use  the  20 
questions  of  Common  Law,  which  you  can  see  is  not  the  nature  of 
the  f loorcovering  business. 

My  attorney  Insists  reclassification  is  a  necessity  for  ny 
business  survival.   He  feels  the  process  is  simple  and  straight 
forward.   Attorney's  for  a  f loorcovering  industry  association  say 
all  I  have  to  do  is  be  careful  what  I  say  to  the  IKS  or  state 
labor  department  if  audited,  and  for  a  fee  tliey  will  coach  Be. 

Of  course  I  could  attempt  to  convince  the  IRS  that  what  I 
have  spoken  here  is  not  true.   Maybe  I  could  carefully  choose  ny 
words  to  show  I  do  not  control  the  installers.   Change  my 
business  offering  to  the  consumer  to  adjust  to  present  day 
realitiee.   Mould  ray  customers  know  the  difference?  Would  ny 
company's  reputation  suffer?  Certainly  I  have  placed  myself  in 
jeopardy  by  providing  testimony  at  this  hearing,  if  I  attempted 
to  change  to  independent  contractor  status. 

Third,  and  perhaps  nos't  important,  tbe  company  that  uses 
independent  contractors  do  not  have  to  provide  vacations, 
holidays,  workers'  compensation,  unemployment  compensation,  one- 
half  social  security  payments,  training,  motivation,  pension, 
profit  sharing,  or  medical  benefits.   Nor  does  this  company  have 
to  provide  the  management/  bookkeeping,  record  keeping,  and 
collection  service  for  the  federal,  state,  and  city  taxing 
authorities  required  to  provide  these  benefits. 

Fourth,  the  labor  rate  independent  contractors  work  at  tends 
to  be  controlled  by  supply  and  demand.   Many  workers  want  to  %rork 
under  the  table  to  avoid  taxes,  especially  if  the  rate  they  are 
earning  is  lower  than  the  rate  they  would  normally  earn  if  they 
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were  to  receive  benefits  and  pay  for  the  various  state  mandated 
benefits.   Of  course  if  thoy  were  working  as  an  ewployee,  the 
labor  rate  is  typically  what  the  industry  is  paying  a  worker  plus 
benefits.   This  would  usually  be  established  prevailing  wages. 

Once  the  individual  loses  the  prevailing  wage  rate,  one  of 
several  things  occur.  A,  The  individuals  standard  of  living  is 
reduced,  depleting  disposable  income  and  adding  to  personal 
bankruptcies.   B,  the  individual  wants  to  b«  paid  cash  or  C,  the 
individual  wants  to  be  an  independent  contractor.   Both  B  and  C's 
allows  the  individual  and  the  enployer  to  opt  out  of  Worxers' 
Compensation,  Unemployment  Compensation,  thereby  reducing 
collectible  contributions,  and  reducing  the  amount  of  collectible 
income  taxes  since  the  independent  contractor  can  deduct  their 
business  related  expenses. 

Independent  installers  can  choose  which  benefits  they  want 
for  themselves.   If  they  choose  not  to  carry  medical  insurance 
and  they  get  hurt  or  ill,  medical  care  is  available  at  no  cost  to 
them.   Who  pays?   i  do,  and  every  other  person  who  carries 
medical  insurance.   In  the  State  of  Connecticut,  according  to  the 
Comaissioner  of  Hospitals  and  Health  Care,  $.22  of  each  $1.00  I 
pay  for  every  one  of  my  employees,  pays  for  uncompensated  care 
for  those  patients  who  have  insufficient  or  no  medical 
protection.   That  is  a  terribly  unjust  situation. 

Independent  contractors  who  do  not  carry  Workers' 
Compensation  on  themselves  or  their  employees  do  not  share  in  the 
expense  of  paying  for  those  workers  who  are  injured.   I  believe 
this  drives  up  the  cost  X   have  to  pay  for  workers'  Compensation. 
How  many  fewer  workers  who  are  in  the  field,  are  not  covered? 
Why  should  X  be  penalized  for  employing  my  workers  and  paying  for 
this  insurance  while  ny  competitors  avoid  this  major  expense 
simply  because  they  have  misclassified  their  independent 
contractors  and  the  IRS  and  Connecticut  State  Labor  Department  is 
powerless  to  stop  this? 

Independent  contractors  will  not  tiarn  in  a  company  they  are 
currently  working  for,  since  many  are  grateful  they  have  a  job. 
I  attended  a  Labor  Department  unemployment  Compensation  hearing 
that  I  requested  for  one  of  three  current  independent  contractors 
who  had  been  an  employee  of  mine  and  was  collecting  while  working 
in  his  business  as  an  independent.   I  was  astounded  that  the 
hearing  officer  conducting  the  interview  had  no  interest  in 
collecting  data  from  the  installer  about  companies  he  currently 
works  for,  to  eventually  see  if  these  companies  are  correctly 
classifying  him  as  an  independent  installer.   If  they  are  not, 
they  should  also  pay  into  the  Unemployment  Compensation  system. 

The  hearing  officer  suggested  I  speak  to  the  manager-   The 
local  Labor  Department  manager  said  this  is  a  Tax  Unit  problem, 
unless  the  worker  complains  that  he  is  really  an  employee  for 
these  other  companies,  the  department  had  no  reason  to  collect 
this  data.  The  manager  knew  nothing  of  the  independent 
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contractor  issue  and  did  not  feel  that  this  was  a  problem.   After 
a  short  discussion,  he  Buggested  I  contact  th«  deputy  director  of 
the  Connecticut  Lator  Department  since  the  department  was  going 
through  a  reorganization,  whereby  the  Tax  Unit  and  his  department 
night  be  under  one  manager.   He  finally  admitted  the  independent 
worker  has  no  incentive  to  complain  since  if  he  did,  he  would 
probably  lose  the  work  from  the  company  he  !•  an  independent 
contractor  for. 

In  conclusion,  actively  support  federal  legislation  to 
change  Section  530  of  the  Internal  Revenue  Code,  proposed  by 
Congressman  Christopher  Shays  and  Lantoa.   To  allow  the  IRS  to 
provide  clear  definitions  of  who  is  an  employee,  industry  by 
industry,  Job  by  job,  to  end  this  nightmare  of  raisclassif ication. 
Stopping  the  IRS  from  doing  their  job  in  1977-78  for  one  year  may 
be  one  thing,  but  it  is  unconscionable  to  extend  this  obvious 
fifteen  year  charade  for  one  moment  longer. 

I  suggest  that  construction  workers  and  hone  improvement 
installers  should  be  classified  as  employees.   These  workers  are 
typically  in  the  range  of  $15,000  to  $40,000  annual  income  and 
are  most  adversely  effected  by  misclassification  of  employees  as 
independent  contractors,  by  loss  of  benefits  and  income,  or  all 
construction  and  home  improvement  related  jobs  should  be 
specifically  excluded  from  Section  530  and  defined  as  employees. 

I  suggest  legislation  to  require  the  individual  State 
Departments  of  Labor  to  ask  parsons  applying  for  or  receiving 
Unemployment  benefits,  if  they  are  working  for  themselves,  and  if 
so,  to  provide  a  list  of  every  person,  organization,  or  business 
they  have  worked  for  in  the  past  year.   Then  provide  those 
details  to  the  tax  collection  authority  to  see  if  those  listed 
are  correctly  classifying  the  individual,  as  an  independent 
contractor.   If  there  is  a  question,  the  State  Labor  Departments 
and  or  should  respond  to  clearly  determine  the  correct 
classification.   If  the  classification  should  be  "employee",  the 
offending  firm  or  individual  should  be  penalized,  and  pay  back 
unemployment  taxes  du«  for  that  individual, 

I  suggest  that  information  be  gathered  concerning  if  the 
Workers'  Compensation  system  being  compromised  by  the  change  in 
classification  of  workers  as  individual  independent  contractors. 
It  needs  to  be  determined  if  the  employers  who  classify  their 
workers  correctly  as  a  floor  layer,  tile  setter,  or  carpenter  pay 
more  for  Workers'  Compensation  than  those  individuals  who  perform 
the  same  work  Who  are  in  their  own  separate  business,  and  avoid 
this  expense  simply  by  classification  as  an  independent 
contractor.   If  so,  this  thereby  reduces  the  expense  to  the 
companies  they  work  for,  and  the  money  in  the  system  to  protect 
those  workers  who  aay  be  injured  while  performing  this  same  work. 
1  suggest  there  be  legislation  passed  to  require  all  workers, 
whether  self-employed,  a  sole  proprietorship,  or  an  owner  of  a 
corporation  to  contribute  through  insurance  to  the  Workers' 
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Compensation  fund  the  rate  for  the  highest  classification  in 
which  thay  epend  more  than  5%  of  their  work  time. 

I  also  suggest  that  a  study  be  made  to  investigate  if  all 
businesses  or  organizations  were  legally  obligated  to  purchaee 
medical  insurance  coverage  for  evexry  employee,  from  a  sole 
proprietor  on  up,  for  a  minimum  mandated  coverage  -  would  this 
reduce  overall  medical  insurance  coverage  costs  by  spreading  out 
these  costs  to  more  people?  This  is  not  play  or  pay,  but  rather 
every  revenue  producing  unit  being  required  to  see  that  every 
employee  has  insurance. 

In  this  vein,  study  limiting  litigation  reward*  through  tort 
reforms;  limiting  defensive  medicine  by  setting  practice 
parameters,  such  as  endless  safe  diagnostic  testing,  also  through 
tort  reform.   Also  look  at  the  ethics  of  treatment  cojapared  to 
the  economics  for  such  treatment,  such  as  lioits  to  paid  medical 
coverage  for  procedures  that  have  minimal  impact  on  the  patient's 
life  expectancy.  Would  these  provide  greater  cost  controls  on 
medical  expenses? 

Finally,  I  need  a  fair  and  equitable  environment  to  compete 
in.   Either  let  me  reclassify  my  workers  legally,  so  as  to  lower 
my  expenses,  or  fix  these  problems.   I  fear  this  situation  will 
continue,  and  there  will  be  no  end  to  these  inequities.   Then  you 
will  be  powerless  to  stop  it,  and  my  business  and  other  law 
abiding  revenue  producing  businesses  will  die. 
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STATEMENT  OF  EARL  A.  PACE,  JR.,  PACE  DATA  SYSTEMS  INC., 
FOUNDER,  NATIONAL  BLACK  DATA  PROCESSING  ASSOCI- 
ATES, ACCOMPANIED  BY  MIDGE  JOHNSON,  EXECUTIVE  DI- 
RECTOR 

Mr.  Pace.  Good  afternoon. 

As  you  had  indicated,  the  comments  that  we  submitted  will  be 
included  into  the  record,  so  I  won't  read  my  comments  to  you,  be- 
cause many  of  them  you  have  heard  already  this  afternoon. 

But  as  indicated,  I  am  Earl  Pace  and  I  am  the  founder  of  the  Na- 
tional Black  Data  Processing  Associates,  and  with  me  is  Midge 
Johnson,  who  is  the  national  executive  director  of  that  organiza- 
tion. We  represent  about  20,000  information  processing  profes- 
sionals around  the  country.  And  when  we  were  founded  originally 
in  1975,  it  was  when  the  computer  industry  was  really  coming  of 
age  and  flexing  its  muscle;  and  it  was  an  era  of  great  opportunity. 

We  formed  mis  organization  to  increase  the  upward  mobility  of 
minorities  within  this  industry,  with  the  ulterior  and  longer  term 
motive  of  generating  entrepreneurship  and  business  owners.  Part 
of  our  objective  as  a  professional  organization  is  to  maintain  some 
very  close  alliances  with  schools,  from  elementary  up  to  high 
schools;  and  we  maintain  many  student  chapters  on  college  cam- 
puses. 

Our  members  are  out  there,  and  one  of  the  points  that  they  con- 
stantly are  pressing  with  these  students  and  college  students  is  the 
need  to  develop  their  expertise,  with  the  end  result  of  taking  that 
expertise  and  then  being  able  to  develop  a  business  of  their  own. 
We  feel  that  this  is  a  very  important  portion  of  our  community  in 
that  there  is  a  need  for  a  positive  impact  of  business  owners  in  the 
community,  so  that  our  youth  can  increase  their  motive  of  self-es- 
teem. 

Historically,  this  type  of  business  was  generated  in  our  industry, 
which  is  the  information  technology  industry,  by  accumulating 
some  expertise,  using  this  expertise  now  as  an  independent  con- 
tractor to  go  out  and  to  sell  your  services  to  companies  and  to  orga- 
nizations and  develop  your  contracts.  As  you  became  successful  at 
developing  your  contracts,  you  would  subcontract  some  of  your  con- 
tracts to  other  independent  contractors  who  complemented  your 
services  for  the  companies  in  which  you  were  attempting  to  sell 
your  services. 

This  scenario  unfolds  itself  to  the  point  that  as  you  develop 
enough  contracts,  you  can  hire  your  own  employees,  but  continue 
to  use  independent  contractors  and  the  subcontracting  relationship, 
because  the  need  there  is  dependent  upon  what  the  requirement  is 
of  the  company  that  you  are  actually  competing  with. 

Now,  in  a  normal  scenario  and  in  a  normal  competitive  environ- 
ment, it  is  the  capability  of  the  person  or  the  company  that  is  put- 
ting forth  their  expertise  and  the  price  that  determines  who  the 
successful  bidder  is.  Very  often,  these  smaller  independent  contrac- 
tors with  their  army  of  other  independent  contractors  might  be 
competing  with  a  more  established  company  that  has  a  staff  of  em- 
ployees with  them. 
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With  1706,  and  I  am  sure  you  are  aware  of  it,  because  you  heard 
of  it  constantly  today,  with  the  20-point  criteria,  an  even  more  sin- 
ister type  of  opponent  surfaced,  at  least  for  our  members  who  are 
attempting  to  build  their  own  businesses.  This  was  an  opponent 
that  now  said  that  you  had  to  have  significant  financial  resources, 
you  had  to  have  multiple-concurrent  customers.  Your  investment 
criteria  was  at  a  level  that  many  minorities  were  not  able  to  satisfy 
this  criteria,  and  the  result  was  that  many  of  them  had  to  fold 
their  independent  contracting  companies  and  go  back  and  become 
employees  of  the  companies  that  they  in  the  past  were  actually 
competing  with. 

Now,  our  contention  as  an  organization  is  that  there  is  an  eco- 
nomic environment  out  there  that  we  want  our  members  to  be  a 
part  of.  And  the  inability  for  them  to  build  these  independent  busi- 
nesses as  contractors  and  evolve  them  into  competing  companies  is 
a  competition  that  is  unnecessary  at  this  level.  We  are  encouraging 
that  1706  and  the  20-point  question  test  be  eliminated,  and  that 
we  recognize  that  going  back  under  a  530,  that  we  now  join  every- 
one else  in  that  harbor  that  has  some  vague  definition  of  what  an 
independent  contractor  actually  is.  But  since  the  technical  services 
industry  has  been  singled  out  to  have  this  discriminatory-type  ac- 
tion against  it,  that  at  least  we  be  put  on  the  same  level  as  all  oth- 
ers and  be  able  to  compete  as  independent  contractors. 

My  statement  indicates  the  other  areas  that  we  support,  the  ad- 
ditional enforcement  for  the  misclassification,  and  I  won't  repeat  all 
of  those.  But  we  appreciate  the  opportunity  and  want  you  to  really 
understand  that  our  organization  truly  supports  the  elimination  of 
the  1706  20-point  criteria,  and  we  appreciate  the  opportunity  to 
make  the  statement. 

Mr.  Spratt.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Pace  follows:] 
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Prepared  Statement  of  Earl  A.  Pace,  Jr. 

My  name  is  Earl  Pace.  With  me  is  Mrs.  Midge  Johnson.  I 
am  the  founder  of  Black  Data  Processing  Associates  and  Mrs. 
Johnson  is  the  National  Executive  Director.  Black  Data 
Processing  Associates  represents  over  20,000  African  American 
and  other  minority  information  processing  professionals 
throughout  the  United  States. 

From  its  inception  in  1975,  one  of  BDPA's  goals  has  been 
to  increase  the  number  of  minorities  in  the  information 
technology  industry  and  increase  their  upward  mobility  with 
the  longer  term  objective  of  encouraging  business  ownership 
and  entrepreneurship . 

Our  members  are  regular  speakers  at  local  schools  from 
elementary  to  high  school  encouraging  entrance  into  this 
field.  Ne  have  established  student  chapters  at  colleges 
across  the  country  and  work  closely  with  our  student  members 
to  develop  their  careers.  An  integral  part  of  our  message  is 
the  desirability  of  leveraging  the  knowledge  and  experience 
they  gain  into  business  ownership. 

It  is  our  belief  that  business  ownership,  capital 
appreciation  and  the  utilization  of  these  resources  within 
our  community  is  a  primary  and  extremely  effective  means  of 
alleviating  unemployment  and  thereby  improving  economic 
conditions  in  our  communities.  Business  owners  and  their 
positive  results  provide  visible  evidence  that  can  help 
elevate  the  sense  of  self  worth  in  our  youth  -  Not  to  mention 
that  new  businesses  increase  the  tax  base. 

Prior  to  enactment  of  section  1706  and  the  Employment 
Tax  Examination  Program,  one  sure  way  of  developing  a 
business  in  our  industry  was  to  develop  expertise  and 
knowledge  in  various  systems-  both  hardware  and  software 
based  -and  become  an   independent  contractor. 

As  eui  independent  contractor,  you  could  market  your 
Icnowledge  to  companies  and  organizations  on  a  contract  by 
contract  basic.  As  you  acquired  additional  contracts,  you 
would  subcontract  to  other  independent  contractors  with  the 
necessary  complementary  skills  needed  to  perform  your 
contract.  Since  initially  your  contracts  were  few  in  number 
and  usually  of  short  duration,  hiring  employees  was  not 
feasible  or  desirable  because  the  requirements  for  expertise 
could  chzmge  with  each  opportunity  and  you  bad  no  way  of 
assuring  cm  employee  continual  work. 

As  the  scenario  unfolded  on  countless  occasions ,  prior 
to  1706,  a  business  developed  which  would  eventually  employ 
regular  employees  while  continuing  to  rely  of  the  expertise 
of  independent  contractors  to  assist  in  fulfilling  contract 
requirements . 

Often  the  competition  for  contracts  would  be  larger  more 
established  software  houses  or  systems  integrators  with  large 
or  larger  staffs.  In  a  true  competitive  environment,  the 
capcibilities  of  the  resource  to  be  used  and  the  price  would 
prevail.  We  all  know  the  other  dynamics,  unfortunately,  are 
at  work  for  the  minority  business  person,  but  with  the 
enactment  of  Section  1706,  as  part  of  the  1986  Tax  Reform 
Act,  a  more  sinister  opponent  was  created. 

As  you  Jcnow,  Section  1706  left  a  segment  of  taxpayers  in 
the  technical  services  industry  -  those  in  third  party 
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arrangements  as  described  above-  with  only  the  20  question 
common  law  employment  test  as  the  basis  for  determining  the 
employment  tax  status  of  workers. 

Reliance  on  the  20  question  test  has  been  extremely 
detrimental  to  our  members.  This  test  emphasizes  such 
requirements  as  extensive  advertising,  major  financial 
investment,  a  lengthy  history  of  entrepreneurship ,  multiple 
concurrent  customers  and  other  factors  that  are  very 
difficult,  at  best,  for  memy  minority  subcontractors  to  meet. 
Because  they  are  so  vague  auid  subjective,  these  questions 
have  created  significant  fear  and  uncertainty  among  potential 
customers . 

Often  the  risk  of  ein  adverse  decision  under  the  common 
law  employment  test  has  caused  potential  customers  to  utilize 
the  more  established  firms.  The  result  for  many  has  been  to 
eibcuidon  their  hopes  for  business  ownership  and  dissolve  their 
start  up  firms  and  return  to  companies  with  which  they 
previously  competed.  Over  the  years  we  at  BDPA  have  seen  a 
significant  decrease  in  the  number  of  our  members  striking 
out  on  their  own. 

There  are  enough  impediments  our  group  is  attempting  to 
overcome.  This  additional  and  unnecessary  hurdle  makes  a 
difficult  task  Herculean.  The  information  technology  industry 
has  revolutionized  our  world  and  there  is  no  indication  of 
its  abatement.  We  have  carried  the  millstone  of  1706  and  its 
effects  since  1986.  It  is  time  to  remove  this  artificial 
impediment  and  permit  our  industry  and  particularly  its 
minority  participants ,  a  more  ecjual  means  to  develop 
businesses  that  can  compete  in  our  extremely  competitive 
industry . 

In  previous  testimony  in  July  of  1992  before  the 
Subcommittee  On  Select  Revenue  Measures,  BDPA  encouraged  some 
modifications  to  HR5011  namely: 

1.  BDPA  supports  changing  the  prior  audit  rule,  but 
believes  that  the  bill  goes  too  far.  BDPA 
supports  a  limit  on  the  prior  audit  rule  such 
that  a  company  qualifies  for  safe  harbor 
protection  if  the  IRS  has  reviewed  its  treatment 
of  workers  as  independent  contractors  and 
decided  not  to  take  any  further  action. 

2.  BDPA  supports  HRSOll's  new  back  tax  and  penalty 
structure  which  changes  the  IRS  thrust  from 
employment  tax  audits  to  increased  checks  on 
compliance  as  follows: 

a.  BDPA  supports  reducing  a  company's  liability 
for  misclassification  to  2%  of  remuneration 
or  $500,  whichever  is  less-  per  worker. 

b.  BDPA  supports  the  principle  of  increased 
penalties  for  failure  to  file  1099s,  but 
believes  the  bill ' s  present  penalty 
structure  should  be  revised  to  encourage 
self -correct ion 

3.  BDPA  supports  codification  of  Section  530, 
except  that  HR5011  should  explain  the  meaning  of 
"substantially  similar  position"  so  that 
companies  may  use  employees  eind  independent 
contractors  who  perform  similar  kinds  of  job 
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Mr.  Spratt,  Our  final  witness  is  Ms.  Olson,  fi^om  the  San  Joa- 
quin Valley. 

STATEMENT  OF  PAMELA  F.  OLSON,  ON  BEHALF  OF  THE 
COUNTY  OF  SAN  JOAQUIN,  CA 

Ms.  Olson.  Thank  you,  Mr.  Chairman.  I  appreciate  the  fact  that 
you  are  having  this  hearing  today. 

As  you  have  said,  I  am  here  on  behalf  of  the  county  of  San  Joa- 
quin, CA.  What  you  have  just  heard  with  the  statements  that  pre- 
ceded me  on  this  panel  are  two  sides  of  the  story,  I  think  that  the 
fact  that  there  are  two  sides  to  this  stoiy  is  why  the  20-factor  test 
remains  as  our  only  guiding  set  of  principles,  because  we  have 
never  been  able  to  get  the  two  different  sides  of  the  story  together 
to  agree  on  what  an  alternative  might  be. 

I  have  had  occasion  recently  to  do  a  lot  of  work  on  foreign  compa- 
nies' employment  and  worker  relationships,  and  I  must  admit  that 
I  have  found  it  refreshing  to  see  the  rigid  adherence  in  many  for- 
eign countries  to  a  form.  In  other  words,  if  you  say  somebody  is  an 
employee,  they  are  an  employee.  And  if  you  say  they  are  an  inde- 
pendent contractor,  they  are  an  independent  contractor. 

I  am  not  sure,  when  you  listen  to  the  two  sides  of  this  story,  that 
you  can  ever  find  a  way  to  cut  it  in  the  middle,  short  of  putting 
in  some  sort  of,  in  effect,  an  election,  as  Mr.  Merritt  on  the  pre- 
vious panel  suggested. 

San  Joaquin  County  is  in  the  same  situation  as  the  Black  Data 
Processors,  in  that  they  operate,  among  other  things,  a  hospital; 
and  in  the  hospital  and  some  other  places  in  the  coimty,  they  have 
employed  people  as  independent  contractors,  where  it  is  common  in 
the  industry  to  employ  those  people  as  independent  contractors, 
and  where  it  might  be  difficult,  if  not  impossible,  to  get  them  to 
work  in  the  county  on  any  other  basis, 

I  think  we  have  also  heard  the  earlier  panels  today  discuss  the 
desire  in  many  sectors  of  this  country  for  the  chance  at  entre- 
preneurial development  of  a  business,  for  the  freedom  that  operat- 
ing as  an  independent  contractor  gives  you.  For  instance,  in  the 
hospital,  if  a  physician  is  an  employee  of  the  public  hospital,  he 
may  not  be  able  to  have  a  practice  on  the  side.  If,  on  the  other 
hand,  he  is  an  independent  contractor,  he  can  develop  his  own 
practice.  He  will  have  a  separate  office,  where  he  will  see  patients, 
bill  them,  and  he  will  be  able  to  have  the  freedom  to  set  up  his  own 

Eension  plans,  insurance  plans,  make  all  the  decisions  that  some- 
ody  who  is  an  independent  contractor  gets  to  make.  Those  are  not 
decisions  that  people  who  are  employees  get  to  make. 

The  county  has,  consistent  with  the  requirements  of  the  code, 
filed  all  of  the  necessary  information  returns.  Unfortunately,  by  fil- 
ing those  information  returns,  what  they  essentially  did  to  the  IRS 
was  say,  hey,  we  are  out  here,  we  are  treating  somebody  as  inde- 
pendent contractors. 

It  is  difficult  to  file  information  returns  on  individuals  without 
that  filing  triggering  at  the  IRS  an  audit  to  determine  whether  or 
not  the  taxpayer  has  correctly  classified  its  workers.  In  this  case, 
the  IRS  came  in,  did  an  audit,  and  said,  no,  San  Joaquin,  we  don't 
agree  with  how  you  have  classified  these  workers;  and  we  are  going 
to  set  you  up  for  the  back  taxes  on  these  workers. 
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Now,  since  the  1099's  have  been  filed,  the  IRS  has  the  tools  that 
it  needs  to  ensure  that  the  relevant  taxes  have  been  paid.  And  for 
the  most  part,  the  liability  that  we  are  looking  at  is  not  a  liability 
of  the  county,  it  is  a  Hability  of  the  workers.  When  an  employer  col- 
lects taxes,  they  are  collecting  taxes  to  make  it  easier  for  the  Gov- 
ernment to  ensure  that  the  worker  pays  the  taxes;  it  is  not  because 
they  are  paying  their  own  liability,  it  is  because  they  are  paying 
the  worker's  liability  to  the  IRS  to  simplify  the  tax  collection  sys- 
tem for  the  IRS. 

When  1099's  are  filed,  IRS'  own  statistics  say  that  most  of  the 
income  ends  up  on  the  returns.  So  with  the  1099's  out  there,  there 
should  not  be  a  reason  why  the  IRS  can't  go  out  and  do  an  audit 
and  determine  whether  or  not  the  taxes  have  been  paid.  If  the  IRS 
sticks  with  its  current  position,  what  will  happen  instead  is  a  col- 
lection of  the  taxes  from  the  county,  which  will  put  the  reclassified 
workers  in  the  position  of  being  able  to  claim  a  refund  of  taxes  that 
they  have  already  paid.  This,  I  would  submit,  is  ridiculous. 

The  IRS  has  taken  this  position  on  San  Joaquin  County,  based 
on  a  somewhat  novel  reading  of  Section  530.  They  have  concluded 
that  the  county  is  not  eligible  for  Section  530  relief  because,  when 
Section  530  was  enacted  in  1978,  there  were  no  Social  Security 
taxes  applicable  to  State  and  local  government  workers. 

Now,  as  a  practical  matter,  a  State  and  local  government  could 
enter  into  an  agreement  with  the  Social  Security  Administration  so 
that  they  would  pay  Social  Security  taxes  and  have  their  workers 

§art  of  the  system.  The  county  did  this.  So  in  fact,  it  was  paying 
ocial  Security  taxes. 

But  Section  530  doesn't  just  cover  Social  Security  taxes;  it  also 
covers  income  taxes  that  should  have  been  withheld,  and  the  coun- 
ty is  clearly  withholding  income  taxes  from  its  employees,  not  with- 
holding income  taxes  from  its  independent  contractors,  and  it  is 
that,  that  the  IRS  seeks  to  collect.  It  is  ridiculous  to  take  the  posi- 
tion that  Section  530  doesn't  cover  this. 

Thank  you,  again,  for  having  this  hearing  today. 

Mr.  Spratt.  Thank  you  very  much,  Ms.  Olson. 

[The  prepared  statement  of  Ms.  Olson  follows:] 
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Topical  Outline 


1.  The  20  factor  common  law  test  for  determin- 
ing whether  a  worker  is  an  independent  contractor  or  an 
employee  is  subjective  and  extremely  difficult  to  apply. 
Because  the  test  is  difficult  to  apply,  taxpayers  need 
reasonable  standards  such  as  the  the  section  330  safe 
harbors  for  protection. 

2.  The  IRS  is  applying  section  530  in  a  dis- 
criminatory fashion  by  denying  its  protection  to  state 
and  local  governments.   The  rules  of  section  530  should 
be  incorporated  into  the  Internal  Revenue  Code.   Congress 
should  make  it  clear  that  the  protections  of  section  530 
extend  to  all  workers,  public  and  private. 
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STATEMENT  ON  BEHALF  OF  THE  COUNTY  OF 

SAN  JOAQUIN,  CALIFORNIA 

JUNE  8,  1993 

Hearing  before  the  Commerce,  Consumer 

and  Monetary  Affairs  Subcommittee 

Committee  on  Government  Operations 

House  of  Representatives 

on 

IRS  Reclassification  of  Independent  Contractors 


I  am  Pamela  F.  Olson,  a  partner  in  the  law  firm 
of  Skadden,  Arps,  Slate,  Meagher  &  Flom,  and  I  am  here 
today  on  behalf  of  the  County  of  San  Joaquin,  California. 
I  am  pleased  that  you  are  holding  a  hearing  today  on  this 
significant  issue.   The  IRS's  reclassification  of  inde- 
pendent contractors  is  adversely  affecting  not  just  small 
businesses,  but  exempt  organizations  and  state  and  local 
governments  as  well.   My  testimony  today  will  focus  spe- 
cifically on  the  IRS's  application  of  section  530  of  the 
Revenue  Act  of  1978  as  it  relates  to  state  and  local 
governments . 

The  County  of  San  Joaquin  is  located  in  the  San 
Joaquin  Valley  of  California.   The  County  is  rural  and 
largely  agricultural.   The  County  provides  a  number  of 
essential  services  to  its  residents.   Included  among  the 
services  are  the  medical  services  it  provides  to  the 
indigent  population  of  the  County  through  the  County's 
general  hospital. 

Section  530  was  enacted  in  1978  because  of  a 
growing  controversy  between  the  IRS  and  taxpayers  over 
the  classification  of  workers  as  employees  or  independent 
contractors.   The  controversy  stems  from  the  difficulty 
of  applying  the  20  factor  common  law  test  to  determine 
whether  a  worker  is  an  employee  or  independent  contrac- 
tor.  Congress  recognized  the  difficulty  in  applying  the 
test  and  enacted  a  set  of  simple  safe  harbor  rules  for 
taxpayers  to  use  to  determine  whether  their  workers 
should  be  treated  as  employees  or  independent  contrac- 
tors.  The  section  530  safe  harbors  continue  to  be  neces- 
sary today  because  there  is  still  no  easily  understood 
and  applied  definition  of  employee. 

The  IRS  issued  a  technical  advice  memorandum  in 
connection  with  an  audit  of  the  County  in  which  it  took 
the  position  that  section  530  does  not  apply  to  state  and 
local  governments.   The  rationale  for  the  IRS's  position 
is  that  state  and  local  governments  were  not  subject  to 
tax  when  section  530  was  enacted  in  1978  (because  state 
and  local  government  workers  were  not  part  of  the  social 
security  system)  so  there  was  no  tax  to  which  section  530 
could  be  applied.   There  is  no  support  for  the  IRS's 
position  in  the  statute  or  in  the  legislative  history. 
Section  530  covers  both  social  security  taxes  and  income 
tax  withholding.   Employers,  including  state  and  local 
governments,  are  responsible  for  withholding  income  taxes 
from  wages  paid  to  employees.   If  an  employer  fails  to 
withhold  income  taxes  from  its  employees,  it  is  liable 
for  the  income  taxes  it  should  have  withheld  (in  addition 
to  liability  for  social  security  taxes  with  respect  to 
the  employees).   Nothing  in  section  530  suggests  that  it 
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should  be  limited  to  employers  whose  employees  were  part 
of  the  social  security  system  in  1978,  and  by  its  terms 
section  530  extends  beyond  liability  for  social  security 
taxes  to  liability  for  income  tax  withholding.  Further- 
more, by  agreement  with  the  Social  Security  Administra- 
tion, County  workers  were  covered  by  social  security  and 
the  County  was  paying  social  security  taxes. 

Because  of  the  position  the  Internal  Revenue 
Service  has  taken  with  respect  to  the  application  of 
section  530  to  public  entities,  the  County  is  faced  today 
with  an  employment  tax  liability  in  excess  of  $1  million. 
The  alternative  to  the  liability  is  litigation  to  estab- 
lish that  various  workers  providing  services  to  the  Coun- 
ty are  independent  contractors.   Even  if  the  County  were 
to  win  such  litigation,  which  is  likely,  it  would  suffer 
a  substantial  loss  because  of  the  substantial  cost  in- 
volved in  such  a  litigation.   This  situation  exists  not- 
withstanding the  fact  that  the  County  made  a  good  faith 
effort  to  properly  classify  its  workers,  was  following 
the  practice  of  the  industry  in  treating  the  workers  as 
independent  contractors,  and  has  provided  all  of  the 
information  returns  necessary  for  the  IRS  to  properly 
determine  the  income  of  its  workers. 

If  the  IRS's  position  is  maintained,  the  County 
will  be  faced  with  severe  financial  problems.   The  County 
will  be  forced  to  dispose  of  essential  assets  and  will 
have  to  curtail  the  provision  of  essential  services, 
especially  medical  services  to  the  poor. 

We  do  not  know  how  many  state  and  local  govern- 
ments are  or  have  been  similarly  affected  by  IRS  classi- 
fication audits;  however,  we  are  aware  of  similar  audits 
of  state  and  local  governments.   Furthermore,  as  part  of 
its  audit  guidelines  for  examinations  of  exempt  organiza- 
tions, the  IRS  has  specifically  directed  its  revenue 
agents  to  examine  the  classification  of  the  organiza- 
tion's workers  as  employees  or  independent  contractors. 
Thus,  as  the  issue  has  become  a  big  problem  for  many 
small  businesses,  it  is  likely  to  become  a  big  problem 
for  exempt  organizations,  hospitals,  and  state  and  local 
governments. 

We  believe  it  perverse  that  the  IRS  has  turned 
to  state  and  local  governments  —  most  of  which  are  hav- 
ing their  own  budget  difficulties  —  for  the  revenues 
needed  to  operate  the  federal  government. 

We  believe  that  section  530  was  specifically 
enacted  for  the  purpose  of  preventing  hardships  such  as 
the  hardship  the  County  will  face  without  a  reversal  of 
the  IRS's  position.   We  believe  that  section  530  must  be 
maintained  and  strengthened  until  Congress  develops  a 
readily  understandable  definition  of  employee.   In  addi- 
tion, we  believe  the  provisions  of  section  530  should  be 
included  in  the  Internal  Revenue  Code  and  clearly  made 
applicable  to  both  public  and  private  entities  and  their 
workers.   The  Memorandum  for  Changes,  dated  May  21,  1993, 
prepared  by  your  Subcommittee  describes  a  change  to  H.R. 
5011  at  paragraph  8  which  would  cure  the  County's  prob- 
lems. 

The  most  pernicious  part  of  the  IRS's  reclassi- 
fication audits  is  that  the  IRS  tends  to  target  taxpayers 
who  have  reported  to  the  IRS  the  amounts  paid  to  their 
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independent  contractors.   These  compliant  taxpayers  have 
attracted  the  IRS's  attention  by  filing  the  required 
information  returns  that  inform  the  IRS  that  they  have 
made  payments  to  independent  contractors.   Thus,  comply- 
ing with  the  laws  regarding  information  reporting  has 
made  these  taxpayers  a  target  for  an  IRS  audit.   It  makes 
no  sense  for  a  tax  system  to  penalize  entities  that  have 
made  good  faith  efforts  to  comply  with  the  law. 

We  urge  you  to  continue  your  Subcommittee's 
efforts  to  solve  the  independent  contractor  controversy. 
We  support  the  introduction  and  passage  of  legislation 
similar  to  H.R.  5011  as  revised  by  the  Memorandum  for 
Changes . 

Thank  you  for  your  time  and  attention. 
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Mr.  Spratt.  Mr.  Cox,  would  you  like  to  lead  off? 

Mr.  Cox.  First,  I  wonder  if  I  might  make  an  inquiry. 

It  appears  that 

Mr.  Spratt.  Is  that  adjournment,  or  is  that  a  vote  on  suspen- 
sion? 

Staff.  Recess,  subject  to  the  call  of  the  Chair.  They  vote  at  1:50. 

Mr.  Cox.  Good.  So  we  have  a  little  time  here. 

I  wonder,  Ms.  Olson,  just  following  up  on  your  comment  about 
doctors,  is  it  the  particular  circumstances  of  doctors  in  San  Joaquin 
County  and  the  county  hospital  that  caused  this  economic  arrange- 
ment to  be  different,  perhaps,  than  that  for  doctors  in  other  coun- 
ties? 

Ms.  Olson.  The  IRS  hasn't  stopped  auditing  at  San  Joaquin. 
They  have  moved  on.  They  are  continuing  to  look  at  this  issue.  The 
treatment  of  workers  in  public  hospitals  and  in  exempt  organiza- 
tions, in  general,  is  something  that  has  been  singled  out  by  the  IRS 
in  its  recent  guidelines  for  the  audit  of  exempt  organizations,  in- 
cluding hospitals. 

So  it  is  going  to  be  an  issue  that  is  going  to  be  looked  at  more 
widely  in  the  future.  We  just  happen  to  be  in  the  unfortunate  posi- 
tion of  being  one  of  the  first  down  the  road. 

Mr.  Cox.  I  asked  the  question,  because  under  the  substantially 
similar  test,  it  would  seem  that  either  your  doctors  are  differently 
situated,  or  you  should  have  relief. 

Ms.  Olson.  It  is  our  belief  that  we  do,  that  we  should  have  relief. 
It  is  clearly  industry  practice  in  other  places,  including  in  the  coun- 
ty. 

Mr.  Cox.  So  there  might  not  be  a  distinction  between  urban  and 

rural  here? 

Ms.  Olson.  No. 

Mr.  Cox.  It  is  probably  the  same  in  Los  Angeles  County  or  Or- 
ange County. 

Ms.  Olson.  That  is  right.  And  if  the  county  could  not  treat  its 
doctors  as  independent  contractors,  it  would  have  difficulty  keeping 
some  of  them  on  its  staff  who  are  currently  employed  by  other 
nonpublic  hospitals  in  San  Joaquin.  They  can  go  to  other  hospitals 
and  work  as  independent  contractors,  so  why  provide  services  at 
San  Joaquin,  where  you  might  have  to  be  classified  as  an  em- 
ployee. 

Mr.  Cox.  Thank  you. 

Mr.  Pace,  I  am  just  looking  at  your  specific  recommendations, 
which  you  were  good  enough  to  provide  to  us  in  addition  to  your 
oral  testimony,  and  it  appears  that  you  and  Ms.  Olson  agree  that 
we  ought  to  codify  the  rules  under  Section  530,  although  you  draw 
an  exception  and  say  that  we  should  understand  the  meaning  of 
substantially  similar  positions.  I  wonder  if  you  have  a  way  that  we 
can  do  that,  because  I  think  it  would  be  marvelous  if  we  could. 

Mr.  Pace,  it  may  not  be  a  fair  question  to  ask  you  off  the  top  of 
your  head,  to  give  us  a  wonderfully  written  statute.  But  any  prin- 
ciples that  we  might  use  in  coming  up  with  such  a  definition? 

Mr.  Pace.  Well,  I  will  do  what  in  our  industry  we  would  nor- 
mally do  with  a  user  and  say  I  will  take  that  back  and  certainly 
be  willing  to  provide  you  with  something  on  that  in  the  future.  But 
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at  the  moment,  you  know,  I  would  not  be  in  a  position  to  just  give 
what  those  differences  would  be. 

Mr.  Cox.  OK 

Do  that,  only  if  your  business  permits.  In  the  past,  I  have  put 
questions  to  our  witnesses  and  gotten  back — in  fact,  just  on  the 
plane  last  night  coming  back  from  California,  I  read  a  submission 
that  was  about  this  thick,  from  a  casual  question  that  I  asked  at 
a  hearing. 

Mr.  Pace.  I  think  you  will  see  that  brevity  is  one  of  my  charac- 
teristics. 

Mr.  Cox.  If  you  get  the  option  to  help  us  in  that  wav,  that  would 
be  great,  but  please  don't  go  out  of  business  trying  to  ao  so. 

Thank  you  very  much. 

Mr.  Spratt.  Just  two  questions. 

Mr.  Pace,  you  seem  to  indicate  that  the  elimination  of  Section 
530  protection  for  the  technical  services  industries,  and  the  com- 
puter industry  in  particular,  had  a  discriminatory  effect  on  minor- 
ity enterprises,  and  the  IRS  was  a  bit  more  suspicious  of,  or  likely 
to  pursue,  a  minority  firm  because  it  was  undercapitalized  or  had 
a  profile,  maybe,  that  was  identifiable.  What  I  am  basically  asking 
you  is,  could  you  elaborate  on  that  point? 

Mr.  Pace.  OK.  I  think  the  point  that  I  was  trying  to  make  is  that 
in  our  free  enterprise  society,  we  know  that  there  are  other  factors 
and  forces  that  are  at  work.  And  particularly,  we  are  dealing  with 
minority  businesses  and  these  start  up  as  independent  contractors. 

There  is  an  initial  hurdle  in  order  to  adhere  to  the  20-point  plan 
of  having  significant  financial  investment,  all  the  points  that  I  enu- 
merated. But  in  addition  to  that,  many  companies  who  are  dealing 
with  these  independent  contractors,  using  fear  of  IRS  audits,  will 
very  often  not  deal  with  that  company.  In  fact,  one  of  our  presi- 
dents of  our  chapters,  who  happened  to  be  in  North  Carolina  origi- 
nally, was  in  New  York  and  had  worked  for  years  as  an  independ- 
ent— no,  as  an  employee,  servicing  firms  on  Wall  Street,  brokerage 
firms,  and  formed  an  independent — well,  now  is  an  independent 
contractor,  and  was  then  selling  his  services  back  to  these  other 
agencies. 

As  a  result  of  1706,  the  company,  in  essence,  said  to  him,  look, 
we  can't  run  the  risk  that  we  will  be  audited  by  IRS.  We  want  to 
use  your  services,  but  we  will  use  your  services  if  you  now  become 
an  employee  of  some  other  firm. 

The  other  firm  utilizes  independent  contractors,  OK? 

He  had  a  business  that  was  an  independent  contractor,  but  the 
only  way  in  which  he  could  continue  was  to  become  an  employee. 

Those  types  of  hurdles  and  impediments  are  ones  that  should  not 
have  to  be  overcome  in  order  to  maintain  your  independent  con- 
tractor status. 

Mr.  Spratt.  Let  me  ask  you,  Mr.  Bucnis,  in  these  firms  you  work 
for,  did  anyone  get  a  W-2  or  a  1099? 

Mr.  Bucnis.  No,  Mr.  Chairman,  no  one  did.  When  I  went  up  to 
them  and  I  said,  after  he  paid  us  the  first  time,  I  said:  Will  I  get 
a  1099  or  any  forms  to  fill  out?  He  said  David,  we  know  your  first 
name,  we  don't  know  your  last  name,  we  don't  know  your  Social 
Security  number.  As  far  as  we  are  concerned,  you  don't  exist. 

Mr.  Spratt.  Now,  which  firm  was  this? 
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Mr.  BUCNIS.  This  was  both  companies,  Mr.  Chairman. 

Mr.  Spratt.  Were  these  substantial  construction  projects? 

Mr.  BucNis.  Yes,  sir,  a  nursing  home  and  the  other  was  a  low- 
income  housing  project. 

Mr.  Spratt.  Was  it  Government  financed? 

Mr.  BucNis.  The  housing  project  was,  ves,  it  was,  sir. 

Mr.  Spratt.  And  were  these  general  contractors  based  in  the 
State  of  Connecticut  or  the  State  of  Massachusetts? 

Mr.  BucNls.  They  were  based  in  Connecticut,  sir. 

Mr.  Spratt.  Nobody  on  the  job  was  paid? 

Mr.  BucNis.  Everybody  on  the  job  was  paid  in  cash  on  Fridays, 
Friday  or  Monday.  He  would  come  in  with  an  envelope,  it  had  your 
name  on  it,  how  many  hours  you  worked,  and  he  would  pay  you 
in  cash. 

Mr.  Spratt.  Did  you  have  medical  benefits? 

Mr.  BucNis.  No,  sir,  I  did  not. 

Mr.  Spratt.  No  deduction  for  Social  Security,  FICA? 

Mr.  BucNis.  Nothing,  Mr.  Chairman. 

Mr.  Spratt.  None  for  unemployment  insurance,  none  at  all? 

Mr.  BucNis.  None  whatsoever. 

Mr.  Spratt.  And  you  didn't  receive  a  1099  or  a  W-2  at  the  end 
of  that  period? 

Mr.  BucNis.  No,  I  did  not. 

Mr.  Spratt.  What  happened  as  a  result  of  your  investigative 
work,  or  as  a  result  of  your  experience?  You  said  you  gave  evi- 
dence, but  you  didn't  indicate  what  the  outcome  was. 

Mr.  BucNis.  I  gave  all  the  information  of  how  many  hours  I 
worked,  the  cash  amounts  that  I  received;  I  sent  that  to  the  IRS, 
the  unemployment,  and  all  the  agencies.  On  one  of  the  two  jobs, 
I  received  back  from  the  IRS  stating  that  I  was  an  employee.  That 
was  approximately  2  months  ago  and  we  have  heard  nothing  back 
from  the  IRS  since.  The  other  one,  I  have  not  had  any  communica- 
tion with  since. 

Mr.  Spratt.  Do  you  have  any  business  relationship  with  Mr. 
Hobbs?  Have  you  worked  for  him  in  the  past? 

Mr.  BucNls.  I  worked  for  him  about  iy2  months  ago. 

Mr.  Spratt.  Mr.  Hobbs,  do  you  have  any  problem  as  a  small 
businessman,  or  would  you,  in  filing  1099's,  information  returns  on 
corporate  service  providers? 

Mr.  Hobbs.  I  probably  would  have  the  same  problems  that  the 
other  people  who  have  testified  here  today  had.  The  definition — I 
think  the  one  about  the  airline,  flew  down  here  this  morning  and 
flew  back,  am  I  going  to  be  filing  a  1099  on  that.  So  if  it  could  be 
narrowly  drawn,  I  think  it  would  be  helpful. 

Mr.  Spratt.  If  you  had  a  plumbing  subcontractor  who  was  incor- 
porated, would  it  be  a  burden  upon  your  business  to  file  a  1099? 

Mr.  Hobbs.  No,  sir. 

If  I  could  make  one  quick,  unsolicited  remark,  I  am  not  sure  that 
Mr.  Pace  and  I  are  on  two  different  sides  of  the  operation.  Again, 
I  don't  understand  how  you  legislate  IRS  behavior.  That  is  not  my 
thing. 

But  every  single  thing  he  said  indicates  to  me  that  he  would 
qualify — I  don't  know  about  all  20  questions,  but  I  assume  that 
tnere  is  supposed  to  be  a  preponderance.  It  sounds  to  me  as  though 
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his  people  are  coming  together  and  going  apart,  and  forgoing  alH- 
ances  to  meet  specific  needs.  They  are  working  with  each  other,  for 
other  people,  have  a  profit  motive,  are  in  control. 

I  am  not  on  the  other  side  of  that  at  all.  He  sounds  like  he  is 
doing  it  just  right,  to  me. 

Mr.  Spratt.  Let  me  thank  you  all  for  coming  as  well.  You  pro- 
vided some  various  input  for  our  hearing,  and  we  will  take  it  all 
in. 

If  you  have  further  suggestions  or  recommendations  to  submit, 
and  particularly  Mr.  Pace,  if  you  would  like  to  submit  something, 
we  would  be  pleased  to  have  it. 

Thank  you  very  much  indeed. 

[Whereupon,  at  1  p.m.,  the  subcommittee  adjourned,  to  reconvene 
subject  to  the  call  of  the  Chair.] 
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John  M.  Sprall.  Jr. 

Chairman 

Subcommitlcc  on  Commerce,  Consumer 

and  Monetary  AlTairs 
Commillce  on  Governmental  Operation.s 
2157  Rayburn  Hou.se  OlUce  Building 
Washington,  D.C.  20515-614.^ 

Re:       June    8,    199.3    Hearing    on    internal    Revenue    Service    Reclassification    ol 
Independent  Ctintractors  as  Employees 

Dear  Chairman  Spratl: 

Thank  you  lor  offering  us  the  opportunity  to  file  the  following  written  comments  with  the 
Subcommittee  on  Commerce,  Consumer  and  Monetary  Affairs  of  the  Committee  on 
Government  Operations  with  regard  to  the  Internal  Revenue  Service  reclassification  of 
independent  contractors  as  employees.  The  purpose  of  our  submission  is  to  focus  solely  upon 
seeking  improvements  to  section  5.30  of  the  Revenue  Act  of  1978.  These  comments  are  being 
filed  on  behalf  of  Spectrum  Emergency  Care.  Inc.,  a  provider  of  physician  staffing  and 
management  support  services  for  hospital  emergency  departments. 

Background  on  Spectrum  Emergency  Care,  Inc.  and  Emergency  Medicine.  Emergency 
medicine  is  a  medical  specialty  that  has  been  recognized  since  the  197()s.  Many  hospitals  are 
unable  to  staff  their  emergency  facilities  with  qualified  emergency  physicians  on  a  24-hour  basis. 
Therefore,  if  these  hospitals  are  to  be  full  service  hospitals,  it  is  advantageous  fiir  them  to 
contract  for  emergency  medicine  coverage  with  outside  physicians.  This  coverage  may  be  for 
weekends,  night  shifts  (6:00  p.m.  to  6:00  a.m.).  or  on  a  lull  24-hour  basis.  This  specialized 
practice  is  particularly  beneficial  to  rural  hospitals  that  many  times  are  otherwise  unable  to  obtain 
qualified  emergency  department  coverage.   Greater  usage  is  also  occurring  in  urban  hospitals. 

Spectrum  Emergency  Care.  Inc.  ("Spectrum")  is  the  leading  provider  of  contracted 
emergency  medicine  physician  coverage.  It  contracts  with  hospitals  to  provide  physicians  for 
emergency  department  coverage.  Spectrum  is  the  largest  in  its  field  and  currently  contracts  with 
over  3500  physicians.  It  currently  provides  emergency  medicine  coverage  in  nearly  45(1  hospitals 
in  43  states.  Its  clients  include  acute  care  community  hospitals  in  both  rural  and  urban 
environments  ranging  in  sizes  from  50  to  1000  beds.  It  also  serves  academic  facilities  and 
pediatric  emergency  departments  through  its  Synergon  division  and  miliiar>'  health  care  facilities 
through   its  government  divisions  -  Government   Health  Services  and   Partnership  Services. 
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Generally,  the  hospitals  are  section  501(c)(3)  organizations,  although  some  are  for  profit.  In 
many  instances,  the  hospital's  cost  of  attaining  24-hour  emergency  physician  coverage,  including 
standby  costs,  is  reimbursable  through  Medicare. 

After  a  contract  with  the  hospital  is  obtained.  Spectrum  will  contract  with  qualified 
emergency  physician  candidates  to  provide  the  hospital  with  coverage.  The  client  hospital  selects 
physicians  from  the  candidates  supplied  by  Spectrum.  Most  of  these  physicians  have  other 
independent  medical  practices.  In  contracting  with  Spectrum,  the  emergency  physicians  are  free 
to  choose  and  change  the  number  of  hours  they  want  to  work  and  what  periods  of  time  they 
want  to  work  within  the  time  specified  in  the  hospital  contracts.  The  physicians  are  not 
prohibited  from  subcontracting  with  other  qualified  physicians  to  substitute  for  them,  although 
this  rarely  occurs.  Emergency  physicians  are  usually  paid  a  fee  on  an  hourly  basis  because  the 
nature  of  emergency  medicine  rests  upon  having  qualified  physicians  available,  rather  than  the 
number  of  patients  seen  or  the  amount  of  billings.  The  contracting  emergency  physicians  are  not 
eligible  for  the  hospital  fringe  benefits  generally  available  to  hospital  employees;  nor  are  these 
physicians  provided  any  of  the  fringe  benefits  generally  available  to  Spectrum  employees. 

Scope  and  Purpose  of  Section  530.  As  a  preliminary  matter,  we  think  it  is  important  that 
section  530  be  made  a  permanent  part  of  the  Internal  Revenue  Code  so  that  both  taxpayers  and 
Internal  Revenue  Service  agents  are  aware  of  its  provisions  and  scope  and  purpose.  In  light  of 
the  recently  issued  proposed  IRS  Coordinated  Issues  Paper  on  Classification  of  Hospital-Based 
Physicians  and  its  failure  to  reference  the  availability  of  section  530  relief,  we  think  it  particularly 
important  that  the  Internal  Revenue  Service  be  directed  to  apply  section  530  in  the  manner 
directed  by  Congress  when  the  provision  was  initially  enacted.  In  particular,  we  urge  that  the 
Subcommittee  recommend  that  the  Internal  Revenue  Service  should  always  determine  the 
application  of  section  530  prior  to  looking  at  the  common  law  factors. 

As  you  are  aware,  section  530  was  initially  intended: 

"to  provide  interim  relief  for  taxpayers  who  are  involved  in 
employment  tax  status  controversies  with  the  Internal  Revenue 
Service,  and  who  potentially  face  large  assessments,  as  a  result  of 
the  Service's  proposed  reclassifications  of  workers,  until  the 
Congress  has  adequate  time  to  resolve  the  many  complex  issues 
involved  in  tliis  area."  (General  Explanation  of  the  Revenue  Act 
of  1978  prepared  by  the  Staff  of  the  Joint  Committee  on  Taxation 
at  page  301)  [emphasis  added] 


Relief  was  made  permanent  in  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  when 
Congress  realized  that  it  was  not  able  to  reach  a  satisfactory  resolution  setting  forth  new 
standards  for  determining  independent  contractor/employee  status. 
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Section  530  provides  a  solution  for  resolving  controversies  involving  worker  classification 
between  the  Internal  Revenue  Service  and  taxpayers  in  what  both  sides  acknowledge  is  a  very 
grey  area,  as  was  evidenced  by  the  substantial  number  of  proposed  adjustments  in  the  1970s  and 
the  litigation  that  has  occurred  in  this  area  throughout  the  years.  Congress  directed  the  Internal 
Revenue  Service  to  grant  section  530  relief  as  long  as  a  taxpayer  can  demonstrate,  either  by 
satisfying  one  of  the  three  statutory  safe  havens  or  "in  some  other  manner,  a  reasonable  basis 
for  not  treating  the  individual  as  an  employee"  and  that  "reasonable  basis"  is  to  be  construed 
liberally  in  favor  of  the  taxpayer.  Sec  H.R.  Rep.  No.  95-1748,  95th  Cong..  2d  Sess.  5  (1978), 
1978-3  (Vol.  1)  C.B.  629,  633. 

Section  530  was  not  enacted  with  the  view  toward  the  taxpayer  conceding  employee  status 
but  was  a  statutory  mechanism  to  avoid  the  many  controversies  of  the  1970s  and  to  eliminate 
the  need  for  resolution  of  the  classification  issue  as  long  as  the  taxpayer  had  a  reasonable  basis 
for  the  position  taken.   The  reasons  for  section  530  continue  to  exist  in  today's  environment. 

To  condition  section  530  treatment  on  an  admission  of  employee  status  clearly  goes 
against  the  grain  of  the  purpo.se  and  function  of  section  530  and  can  only  lead  to  more 
controversies  between  the  taxpayer  and  the  Internal  Revenue  Service.  To  the  extent  there  is 
a  compliance  issue,  section  530's  requirement  that  Forms  1099  be  issued  certainly  has  improved 
the  reporting  of  the  income.  To  the  extent  that  taxpayers  have  not  reported  that  income,  it 
would  seem  to  us  that  the  way  to  approach  that  problem  would  be  to  improve  the  computer 
matching  process  that  the  Internal  Revenue  Service  currently  uses  with  respect  to  interest  and 
dividends. 

Industry  Practice  Safe  Haven.  Turning  to  the  particular  elements  of  section  5.30,  with 
respect  to  the  industry  practice  safe  haven,  we  believe  the  Internal  Revenue  Service  is 
inappropriately  misapplying  that  standard  and  that  this  should  be  addressed  by  the  Subcommittee. 
The  proper  test  is  whether  or  not  the  treatment  of  a  worker  as  an  independent  contractor  is 
consistent  with  a  "significant  segment"  of  the  particular  industry  involved.  It  strikes  us  that 
considering  a  threshold  of  anywhere  near  80%  (as  has  been  suggested  by  Internal  Revenue 
Service  personnel  from  time  to  time)  is  unrealistic  and  contrary  to  the  Congressional  micnt 
behind  this  safe  haven.  The  test  is  not  a  "substantially  all"  lest  but  is  more  along  the  lines  of  a 
"substantial  part"  type  of  lest  which  has  been  construed  in  other  sections  of  the  Code  to  be  as 
low  as  33-1/3%.  Sec,  c^.  Revenue  Ruling  72-48,  1972-1  C.B.  102,  relating  to  section  341 
(collapsible  corporations). 

Given  the  statutory  "other  reasonable  basis"  catchall  that  a  taxpayer  may  be  entitled  to 
relief  if  the  taxpayer  can  demonstrate  "in  some  other  manner,  a  reasonable  basis  for  not  treating 
the  individual  as  an  employee"  and  the  Congressional  directive  that  'reasonable  basi.s"  is  to  be 
construed  liberally  in  favor  of  the  taxpayer  (sec  Revenue  Procedure  85-18,  section  3.01),  a  safe 
haven  threshold  of  40%  would  be  more  appropriate.  If  the  market  place  has  significant  numbers 
of  independent  contractors  and  employees,  we  think  it  is  difficult  for  the  Internal  Revenue 
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Service  to  argue  or  justify  ihai  a  taxpayer's  reliance  on  ihe  industry  practice  for  utilizing 
independent  contractors  was  not  reasonable.  This  point  needs  to  be  reemphasized  to  the 
Internal  Revenue  Service. 

We  are  also  concerned  over  the  Internal  Revenue  Service's  reluctance  to  rely  upon 
national  surveys.  While  General  Investment  Corporation  v.  United  States.  Hl?>  F.2d  ?>?il  (9th  Cir. 
1987),  stands  lor  the  proposition  that  the  Internal  Revenue  Service  cannot  require  a  national 
survey,  it  does  not  stand  for  the  proposition  that  only  local  surveys  are  appropriate  The  point 
that  seems  to  be  lost  in  ail  ol  this  is  that  the  question  is  whether  the  taxpayer  had  a  reasonable 
basis  lor  classifying  a  worker  as  an  independent  contractor.  11  the  national  practice  is  generally 
one  of  independent  contractor  status,  it  is  hard  to  argue  that  the  taxpayer  did  not  have  a 
reasonable  basis  in  relying  upon  such  a  survey,  irrespective  of  the  actual  treatment  in  the 
particular  local  geographical  area.  Moreover,  because  ol  the  competitive  concerns  and  fear  of 
retaliatory  Internal  Revenue  Service  audits,  we  understand  that  many  companies  are  reluctant 
to  participate  in  local  surveys  which  often  limes  make  it  very  difficult  for  a  taxpayer  to  prove  his 
or  her  case  to  the  standards  sometimes  being  required  by  the  Internal  Revenue  Service. 

Consistency  Rules.  With  regard  to  the  consistency  rules  of  section  .''.^0,  we  think  it  would 
be  appropriate  to  provide  de  minimis  tests,  unless  it  is  shown  that  the  inconsistent  treatment  was 
clearly  for  tax  avoidance  purposes.  Based  upon  our  experience,  we  are  aware  that  taxpayers 
without  knowledge  of  the  strict  requirements  of  section  ."^.^(l  have  inadvertently  treated  similarly 
situated  workers  on  a  different  basis  for  purely  non-tax  reasons  and  they  should  not  be  penalized 
because  of  this  treatment. 

We  do  share  the  concerns  over  the  competitive  disadvantage/level  of  playing  field  issue 
that  section  5M)  can  sometimes  be  perceived  to  raise.  However,  we  do  not  think  these  concerns 
in  practice  tend  to  come  up  in  the  prior  audit  safe  haven,  but  rather  tend  to  arise  because  the 
taxpayer  has  failed  the  section  ."^.^O  consistency  requirement,  and  therefore,  is  not  entitled  to  rely 
upon  section  5M).  While  relaxing  the  consistency  requirement  as  indicated  above  might  at  first 
blush  appear  to  be  an  unreasonable  expansion  of  section  5M).  upon  rellection  we  think  that  the 
Subcommittee  may  find  that,  with  better  enforcement  and  compliance,  a  de  minimis  exception 
to  the  consistency  requirement  will  achieve  the  desired  result  ol  providing  fairness  within  an 
industry  and  in  fact  improve  compliance  and  reporting  ol  income. 

Application  of  Section  530  to  I'ublic  Sector.  We  think  thai  Congress  should  al.so  direct 
the  Internal  Revenue  Service  that  section  5M)  should  be  equally  applicahle  lo  the  public  sector. 
There  is  nothing  in  the  legislative  history  to  section  5.^0  thai  suggested  it  should  be  limited  to  the 
private  sector.  The  classification  issue  is  equally  applicable  lo  the  public  sector.  See,  lor 
example,  the  recently  propo.sed  IRS  Coordinated  Issues  Paper  on  the  treatment  of  hospital-based 
physicians. 
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Expansion  of  Section  530  t»  l'ri)vide  Relief  for  All  Federal  Income  'lax  I'urposes.  With 
regard  to  the  scope  ol  secliiin  530.  unlil  the  lale  IWOs.  il  was  unclersiiiiKl  thai  the  Iniernal 
Revenue  Service  itsell  was  viewing  seclinn  5M)  reliel  as  applicable  lor  all  lederal  income  tax 
purposes  (i.e..  once  section  5M)  reliel  was  granted,  there  was  no  collateral  investigation  into 
nonempioymenl  tax  areas).  However,  il  is  now  unclear  how  al'lected  wurkers  should  he  treaieil 
lor  purposes  other  than  employment  taxes.  Further,  allowing  a  worker  lo  be  treated  as  an 
employee  for  the  employee  portion  of  FICA  and  not  being  so  treated  Irom  the  employer 
perspective,  causes  a  loss  ol  revenue  to  the  gmernmenl  (dillerence  between  seH-empUnment  tax 
and  emplovee's  share  ol  FICA  taxes).  There  is  thus  not  only  a  potential  loss  of  revenue  for  the 
uovernment  in  every  situation  involving  section  5M)  based  on  the  Internal  Revenue  Service's 
current  practice  to  advise  the  aHected  worker  ol  his  or  her  right  to  seek  a  refund  of  sell- 
employment  taxes  paid,  but  there  is  also  significant  confusion  for  the  worker  and  the  contracting 
parlv  in  any  such  situations. 

When  the  sale  harbor  provisions  of  section  ."^.^(l  have  been  salisSied.  they  should  appl\ 
across  the  board  to  both  the  allected  worker  as  well  as  the  employer.  lo  cio  otherwise  creates 
inconsistency  and  a  lack  ol  certainty  as  to  the  proper  treatment  ol  these  individuals  in  man\ 
situations  outside  ol  the  employment  tax  area  with  potentially  signilicani  adverse  land 
unforeseen)  tax  consequences,  in  particular,  in  the  employee  benefit  area  (e.g..  potential 
disqualification  of  plans,  disallowance  of  deductions,  potential  jienalties). 

In  terms  of  fair  and  equitable  lax  administration,  we  would  urge  ihat  section  f^M)  reliel 
be  clearly  extended  to  federal  incimie  tax  purposes  as  was  proposed  last  year  in  H.R.  ."^Oll. 
Treating  a  worker  as  an  independent  contractor  for  one  tax  purpose  and  as  an  employee  tor 
other  tax  purposes  does  not  make  sense  from  .in  .idministraiixe  standpoint  and  results  in 
confusion  and  unceriamty  in  terms  ol  tax  compliance. 

We  are  available  to  discuss  any  of  the  abo\e  points  in  greater  detail  at  vour  convenience. 

Respectfully  submitted. 


John  P.  Barrie 


Michael  N.  Newmark 
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The  Honorable  John  M.  Spratt,  Jr. 
Chairman,  House  Subcormittee  on  Carmerce, 

Consumer,  and  Monetary  Affairs 
B377  Raybum  House  Office  Building 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

The  Building  Service  Contractors  Association  International 
("BSCAI")  requests  the  opportunity  to  appear  and  provide  oral 
testimony  at  the  June  8,  1993  public  hearing  before  your 
SubcamiittGe  on  Commerce,  Consumer,  and  Monetary  Affairs. 
Itestifying  on  belialf  of  the  association  will  be  BSCAI 's  President, 
toniel  J.  McCormick,  CBSE  of  National  Building  Services  and 
Maintenance,  Inc.,  New  Orleans,  Louisiana  and  BSCAI 's  Government 
Affairs  Cotmittee  Chairman,  Richard  L.  Itiorpson,  CBSE  of  P  &  R 
Enterprises,  Inc.,  Falls  Church,  Virginj.a. 

BSCAI 's  testimony  mil  focus  on  the  adverse  inpacts  of  the 
misclassification  of  employees  and  independent  contractors  in  t)ie 
building  service  contracting  industry.  These  adverse  impacts 
negatively  affect  the  workers  misclassified  ai->d  contractor 
employers  v*io  correctly  classify  their  workforce  as  employees,  as 
well  as  the  federal  and  state  governments  fron  a  tax  collection 
and  revenue  standpoint.  A  more  detailed  discussion  of  these 
negative  iitpacts  is  contained  in  the  enclosed  July  23,  1992  BSC\I 
testimony  before  Congress. 

BSCAI  is  a  501(c)(6)  trade  association  of  conpanies  pi^dcminantly 
involved  in  the  contracting  of  janitorial  services.  BSCAI 
currently  has  approximately  2600  mentoers  throughout  the  Ifruted 
States  and  internationally,  and  is  headquartered  in  Fairfax, 
Virginia . 

The   prevailing  and  longstanding  practice  in  the  bui.lding  service 
contracting  industry  is  to  classify/  its  workers  as  enployees. 
However,  in  seme  instances  certain  contractors  atteirpt  to 
classify,  or  misclacsify  in  BSCAI 's  view,  their  workers  as 
independent  contractors  under  current  law.  Tne  leading  basis  for 
such  claiiKs  is  the  "safe  harbor"  prior  audit  prevision  in  the 
current  tax  code.  Contractors  enjoying  such  "safe  hartor"  have  a 
substantial  cost  advantage  -  up  to  30%  -  when  carpeting  against 
the  vast  najority  of  contractors  in  the  industry  who  classify 
their  workers  as  esrployees . 

Workers  v*o  are  the  victims  of  missclassif ication  lose  valuable 
enployee  benefits  and  protections  provided  for  by  federal  and 
state  law,  such  as  employer  paid  uneirploymsnt,  the  enployer  paid 
portion  of  FICA  and  worker's  cotpensation  protection.  State  and 
Federal  treasuries  lose  in  lost  incane  tax,  FICA  employment  and 
worker  ccnpensation  payments  frcm  both  tJie  enploycr  and  the 
worker . 

BSCAI-AN  INDUSTRY  DEDICATED  TO  PROVIDING  A  SAFE  AND  HEALTHY  ENVIRONMENT 
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On  a  total  industry  basis,  the  latest  figures  available  fran  the  1987 
U.S.  Census  indicate  the  building  service  contracting  industry  employs 
676,035  workers  in  37,141  conpanies.  Total  receipts  in  1987  were  $10.4 
billion  and  payroll  was  $5.4  billion.  Ttday  there  is  an  estimated  $45 
billion  market  potential  for  building  service  contractors  in  the  United 
States  alone. 

As  the  Congress  and  the  Administration  struggle  to  develop  a 
ccnprehensive  econcmic  stimulus  and  deficit  reduction  package,  the 
Building  Service  Contractors  Association  International  welcomes  the 
opportunity  to  voice  the  concerns  of  its  members  and  the  itrportance  of 
enforcing  current  law  with  respect  to  missclassif ication  of  enployees 
as  independent  contractors,  as  well  as  outlining  possible  changes  to 
current  law  to  reduce  the  problem  of  misclassif  ication .  We  trust  that 
our  cctnments  will  be  helpful  in  the  subcommittee's  consideration  of  the 
"misclassif ication  issue" . 


Sincerely, 


avid  A.  Hurl^ 
Vice  President  of  Public  Affairs 

cc:  McCormick 
Baker 
Thcnpson 
Morris 

Enclosure 
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Ihe  Building  Service  CJontractors  Association  International  ("BSCa^I") 
respectfully  requests  that  this  sutmission  incluiing  the  enclosed 
written  statesnent  be  included  in  the  written  record  of  the  p^M^^ 
heeuring  scheduled  this  date  before  your  suhmnnittee  on  the  "misclassi- 
ficaticn"  of  enfiloyees  and  independent  contractors  issue. 

Ihe  prevailing  and  longstanding  practice  in  the  building  servloe 
industry  is  to  classify  the  wtarkfoioe  as  esployees.  Seme  oTtwniwn  in 
certain  nartets  are  currently,  however,  treating  their  woricforce  as 
independent  oontractars.  In  most  cases,  these  oco|3anies  aiB  claiming 
"safe  harbor"  through  the  "prior  audit"  provision  in  the  current  law. 

These  mniwnies  enjoy  a  substantial  -  up  to  30%  -  oast  advantage  over 
other  finis  in  their  inartet  which  classify  their  wooricf oroe  as 
pirployees.  It  is  critically  iiifniitant  that  Congress  provide  IRS  with 
clear  direction  and  resources  to  ensure  effective  and  viyutuus 
enforcement  of  the  current  law.  Further,  sane  changes  to  current  law, 
particularly  with  respect  to  the  "prior  audit"  safe  harbor,  are  clearly 
needed. 

BSCAI's  testimony  focuses  on  the  substantial  edverse  impacts  of  sucii 
misclassif  ication  in  the  building  service  contracting  industry  en  the 
workers  misclassif  led  and  contractor  enployers  who  correctly  classify 
their  workforce  cis  employees,  as  well  as  the  federal  and  state 
governments  fran  a  tax  collection  and  revenue  standpoint. 

BSCAI  is  a  501(c)  (6)  trade  association  of  ccnpanies  predaninantly 
involved  in  the  contracting  of  janitorial  services.  BSCKi   currently 
hag  approsdmateiy  2,300  member  ccnpanies  thrcughc«t  the  U.S.  and 
internationally,  and  is  headquartered  in  Fairfax,  Virginia. 

On  a  total  industry  basis,  the  latest  figures  available  from  the  U.S. 
Census,  for  1987,  indicate  the  building  service  industry  enaploys 
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676,035  workers  in  37,141  ccnpanies.     Tcstal  receipts  in  1987  wera  $10.4 
billion  and  payroll  was  $5.4  billion. 

BSCM  a^'reciates  this  opportunity  to  prtjvide  our  views  to  the 
subocnmitbee  on  this  important  issue.     We  trust  our  cccinents  will  be 
helpful  in  the  subcammittee's  consideration  of  the  "misclassifi- 
cation"  issue. 

Sincerely, 


carol  A.  Dean 
Executive  Vice  President 

CAD:had 

oc:  Cicero 

McOnrmick 
Thcopsan 

Enclosure 
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Good  rooming,  Mr.  Chairman.  For  the  record,  iny  name  is  Richeu?d  L. 
Thcnipson.  I  am  president  and  chief  executive  officer  of  P  &  R 
Enterprises,  Inc.  of  Fed.ls  Church,  Virginia.  The  firm  has  provided 
janitorieil  services  since  1954  to  canrneircied.  and  institutional  clients 
in  the  metropolitan  Washington,  D.C.  area. 

AcccEcpanying  me  this  morning  is  Mr.  Alan  Diamond.  Mr.  Diamond  is  the 
founder  and  owner  of  Premier  Maintenemce,  Inc.  of  Milford,  Connecticut. 
His  carapeiny  provides  janitorieil,  construction  and  di.sa.stf»r  cleanup 
services  to  a  wide  range  of  ccnmercial  and  residenticd.  clients. 

Mr.  Diamond  and  I  are  privileged  today  to  testify  on  b^ialf  of  the 
Building  Service  Contractors  Association  International  ("BSCAI") . 

BSCAI  is  an  association  of  companies  predominantly  involved  in  the 
contracting  of  janitorial  services.  BSCAI  is  incorporated  as  a 
501(c)  (6)  trade  association.  We  currently  have  afproximately  2,000 
memlDer  conpanies  throughout  the  United  States  and  the  world.  Our 
headquarters  are  located  at  10201  Lee  Midway,  Suite  225,  Fairfax, 
Virginia  22030. 

With  the  Chairman's  permission,  I  would  like  to  briefly  discuss  the 
current  situation  throughout  the  United  States  regarding  misclassifi- 
cation  of  employees  as  independent  contractors,  as  it  relates  to  our 
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industry.  I  will  also  discuss  reccBDmendations  which  BSCAI  supports  to 
help  inprove  the  current  situation.  Mr.  Diamond  will  briefly  rijamss 
the  recent  approach  taken  in  Connecticut  which  provides  a  private  right 
of  action  to  construction  industry  contractors  victimized  by  willful 
misclassif  ication . 

Terminology.  Ihe  misclassification  issue  here  in  the  congress  and  at 
the  IRS  is  discussed  in  the  context  of  classifying  workers  as 
"eaiployees"  or  "indi^sendent  contractors."   In  the  building  services 
industry,  we  refer  to  this  issue  as  the  "illegal  subcxsntracting*' 
problem.  While  the  terminology  is  scmewhat  different,  the  issue  is  the 
same. 

How  CampeuTies  In  Our  Industry  Do  Business.  Business  in  our  industry  is 
generally  done  on  a  contract  bid  system,  amiiienjial  building  owners  or 
ccnmercial  teneufits  solicit  bids  frcrn  potential  deeming  ccnpanies. 
Interested  conpanies  in  that  market  submit  bids,  llie  owner  or  tenant 
then  acc^its  the  bid  which  best  meets  his  or  her  needs. 

The  Misclassification  Problem  In  Our  Industry.  Based  on  our  knowledge 
and  experience  of  the  industry,  BSCAI  believes  the  typical  cleaning 
conpany  in  the  building  services  industry  treats  its  workers  as 
enployees,  not  independent  contractors.  Iliis  is  the  "prevailing 
industry  practice,"  certainly  when  viewed  on  a  nationcil  basis.  We  also 
believe  this  to  be  the  case  with  respect  to  nearly  all  individual 
markets  such  as  metropolitan  areas.  We  have  submitted  correspondence 
to-  the  IRS  on  this  point.  It  is  attached  and  marked  Addendum  A. 

The  IRS  uses  20  common  law  factors  to  determine  vvtiether  a  worker  is  an 
"employee"  or  an  "independent  contractor."   We  believe  that  under  any 
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reaisonable  interpretation  of  this  test,  the  workers  in  our  industry  are 
"eiiployees." 

The  misclassif ication  problem  occurs  in  our  industry  when  a  firm 
birring  for  a  cleaning  contract  does  so  bc>sed  on  "subcontracting  out" 
the  actual  cleaning  work  to  "indi^jendent  contractors"  (the  actual 
workers  vAio  do  the  cleaning) . 

A  firm  bidding  on  this  basis  has  eui  obvious  cost  advantage  vis-a-vis  a 
firm  bidding  beised  on  claissifylng  its  workers  as  enployees.  ThB  firm 
supposedly  "subcxntrac±ing  out"  the  work  does  not  have  to  ooncsem 
itself  with  various  labor  burden  costs,  such  as  federed.  FIC^,  FUIk, 
state  SJHi,   worker's  rrtrpfywatinn  euid  general  liability  insurance 
costs.  ThB  "subcantracting*'  firm  also  does  not  have  the  administrative 
o^ts  associated  with  tax  ocnpliaxioe  for  aiployees.  ISiis  package  of 
costs  vary  frcni  state  to  state,  but  is  generally  in  the  rzmge  of  twenty 
to  thirty  percent  of  the  oaxttxact  price. 


The  problem  etppears  to  be  growing  worse  as  more  emd  more  loced  meu±ets 
are  ciffected.  In  seme  cetses  such  as  in  Houston  emd  Dallas,  the 
"subcontracting  out"  practice  heis  becrmp  so  preveilent  that  it  may  - 
absent  action  by  Congress  and/or  the  IRS  -  become  the  "de  facto" 
prevailing  industry  practice  in  those  markets. 

Protecting  the  workers.  We  hc^»  other  witnesses  today  will  speak  in 
detail  concerning  the  harm  done  to  the  workers  involved  in  misclassi- 
f ication.  We  think  the  harm  is  fairly  c±fvious. 

While  a  worker  so  misdassified  may  gain  the  temporary  advantage  of  not 
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having  his  or  her  wages  subject  to  withholding,  that  worker  loses  a 
number  of  benefits  and  protections,  such  as  worker's  compensation, 
unemployment  insurance  protection,  enployer  contributions  to  his  or  her 
social  security,  etc. 

I  would  also  add  that  the  workers  involved,  at  least  in  our  industry, 
are  often  recent  immigrants  to  the  United  States  who  are  even  more 
subject  to  potential  abuse  because  of  their  unfamiliarity  with  the 
language  and  the  law. 

Clearly,  workers  lose  out  vAien  their  status  is  misclassified  by  an 
enployer. 

"Rva  federal,  state  and  loccil  governments,  I  would  add,  also  lose 
substantial  anounts  of  tax  revenue. 

The  Impact  of  the  Safe  Harbor  Provisions.  We  believe  it  is  not  a 
coincidence  that  our  problems  with  illegal  subcontracting  began  around 
1978  vAien  Congress  added  these  provisions  to  the  tax  code.  ^^Jhile  we 
can't  prove  this,  I  think  you  will  agree  the  coincidence  is  striking. 

The  prior  tax  audit  provision  in  particular  has  proven  to  be  a  problem. 
It  is  our  understanding  that  a  company  which  has  undergone  a  prior 
audit  is  then  protected  for  the  indefinite  future  from  IRS  inquiry 
concerning  the  classification  of  that  company's  workers.  Vfe  understand 
this  is  true  even  if  the  audit  was  for  something  such  as  inccme  taxes 
and  not  specifically  directed  to  employment  taxes. 

We  believe  this  provision  "rewards"  a  compeiny  misclassifying  workers. 
It  is  unfair  to  competing  firms.  It  is  bad  tax  policy.  It  harms 
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workers.  It  haims  the  federal,  state  and  loccLL  gcjvemments  through 
lost  tax  revenue.  It  needs  to  be  eliminated. 

Regarding  the  prevailing  industry  practice  test  of  the  safe  harbor 
provisions,  we  have  been  advised  that  the  courts  have  held  that  this  is 
to  be  applied  on  a  market-by-market  basis.  We  would  at  a  minimum  like 
to  see  this  test,  if  it  is  to  be  retained,  applied  to  an  industry  on  a 
national  basis. 

Perhaps  the  biggest  negative  of  Congress'  passage  of  the  safe  harbor 
provisions  was  the  very  strong  signeil  it  sent  to  the  IRS  to  tread 
softly  in  this  area.  Action  by  Congress  in  the  1980s  was  insufficient 
to  undo  the  harm  done  in  1978. 

In  these  ti<^t  budget  times  and  concerns  for  worker  security,  we 
believe  the  Congress  should  cleaurly  instruct  IBS   to  vigorously  enforce 
the  law. 

We  do  our  workers  no  favor  if  we  rob  them,  through  misclassification  as 
independent  contractors,  of  the  various  protections  such  as  worker's 
compensation  and  unemployment  insurance  which  have  been  erected  by  the 
federal  and  state  government  over  the  peist  half  century. 

To  Summarize  the  Problem  in  Our  Industry.  Workers  in  our  industry 
traditionally  under  applicable  caramon  law  are  "eirployees." 

The  prevailing  practice  in  our  industry  is  to  treat  workers  as 
eirployees,  not  independent  contractors. 

Misclassification  creates  a  competitive  problem.  Companies  bidding 
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againsr  each  other  have  different  cost  structures  because  one  of  those 
companies  is  misclassifying  its  workers  as  "independent  contractors" 
rather  than  "enpioyees." 

We  believe  this  to  be  unfair,  contrary  to  current  applicable  law,  and 
harmful  to  the  workers  themselves. 

We  believe  strongly  this  is  a  matter  of  fundamental  fairness.  From  our 
perspective,  ccnpanies  acting  responsibly  and  classifying  workers  - 
correctly  -  as  enpioyees  are  put  at  a  ccnpetitive  disadvantage  by  firms 
incorrectly  clcissifying  their  workers  as  "independent  contractors." 

Recommendations.  - 

First.  We  believe  Congress  needs  to  send  a  very  strong  signcil  to  the 
IRS  to  vigorously  enforce  the  current  law.  Congress  should  also  ensure 
that  the  IRS  has  the  resources  and  pec^le  to  get  the  job  done. 

Second.  We  believe  the  present  law,  particularly  with  respect  to  the 
safe  harbor  provisions,  needs  to  be  changed.  Your  colleague,  Mr.  Doug 
Barnard,  Jr.  and  his  Commerce,  Consumer,  and  Monetary  Affairs 
Subcommittee  developed  seven  recommendations  on  the  misclassification 
issue.  These  are  contained  in  its  Noveanber  9,  1990  r^xjrt  entitled, 
"Tax  Administration  Problems  Involving  Ind^jendent  Contractors."  We 
urge  your  support  of  all  seven  recommendations. 

The  BSCAI  Board  of  Directors  unanimously  voted  this  past  January  to 
formally  support  all  seven  recommendations.  A  copy  of  our  February  25, 
1991  written  statement:  to  Chairman  Barnard  indicating  our  sL^^rt  is 
attached  as  Addendum  B.  ..  -  -^ 
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A  ccspy  of  the  seven  reocmnendatlons  is  attached  to  Addendum  B. 

Action  by  the  Ways  and  Means  Cornmittee  will  be  necesseiry  to  adopt  the 
seven  recammendations  made  by  Qiciiiman  Barnard's  Subcxatmittee.  We  aslc 
your  support  in  urging  your  colleagues  on  the  Ways  and  Meems  Committee 
to  take  action  on  these  recammendations  at  the  eaurliest  opportunity. 


I  VR3uld  now  like  to  introduce  Mr.  Alan  Diamond,  v*io  will  briefly 
discuss  the  private  ri<^t  of  action  approeich  recently  adapted  in  the 
state  of  Connecticut. 


Good  looming,  Mr.  Chairman.  I  will  keep  ray  remsurks  brief,  so  that  Mr. 
Thcampson  and  I  can  answer  any  questions  which  you  and  your  colleagues 
may  have. 

As  Mr.  Thanpson  noted  earlier,  I  own  a  janitorial  services  firm  in 
Milford,  Connecticut. 

As  the  Subccramittee  is  awcure,  Connecticut  has  adopted  a  new  law  vrtiich 
creates  a  private  right  of  action  for  construction  contract  bidders 
suffering  damages  due  to  the  willful  misclassification  of  workers  by  a 
winning  bidder. 

The  statutory  language  and  explanatory  material  concerning  our  state's 
new  law  is  attached  as  Addendum  C. 
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The  new  law  went  into  effect  October  1,  1990. 

It  applies  to  several  types  of  contracts  which  my  ccnipany  currently 
bids  on,  such  as  construction  and  disaster  cleanup  worjc. 

This  narks  an  interesting  and  innovative  approach  to  achieving 
conplianoe  in  the  worker  claissification  area.  It  in  effect  gives 
ccnpanies  aggrieved  by  misclassification  a  way  to  help  thanselves. 
Aggrieved  conpanies  would  no  longer  have  to  rely  solely  on  federal 
ancVor  state  tax  officials  to  enforce  proper  classification. 

Arguably  the  new  law  will  lead  to  enhanced  enforcement  and  better 
ccnpliance  with  worker  classification  in  Connecticut.  We  will  have  to 
see  what  the  experience  is  over  the  coming  months,  however,  to 
determine  if  this  reaLLly  heippens. 

One  change  we  currently  are  considering  for  possible  recommendation  to 
Connecticut  officials  is  the  ejqansion  of  conpanies  covered  to  clearly 
include  coitpanies  carrying  out  maintenance  and  cleaning  tasks.  We  will 
be  discussing  our  interest  and  concerns  on  this  point  with  the 
appropriate  officials  in  Connecticut  shortly.  If  this  proves  to  be  an 
effective  remedy  for  misclassification,  then  it  should  be  available  to 
all  industries  having  a  misclassification  problan.    :.  ..  >•>. 

While  our  initial  reaction  to  the  Connecticut  law  is  positive,  I  want 
toenphasize  that  at  this  time  the  association  is  still  studying  the 
new  law.  The  matter  must  be  discussed  at  our  next  Board  of  Directors 
meeting  in  July.  We  will  coraraunicate  our  official  position  at  that 
time  to  the  members  of  the  Subcommittee. 
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Conclusion.  On  behalf  of  ray  colleafgue  Riciiard  Thorapscn,  I  want  to 
thank  the  Chciirtnan  and  roanbers  of  the  Subconimittee  for  this  opportunity 
to  present  BSCAI's  views  on  the  inisclassification  issue. 

We  would  be  most  hafpy  to  answer  any  questions  which  the  members  or 
committee  staff  may  wish  to  cisk. 

Thank  you. 
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ADDENDUM  A 


•  050  Conneciicut  Avenue  N  W 
Wasningion.  D  C     20036-5339 


In  Marviana 

'■175  Wisconsin  Avenue 

3eihesaa.  Mariana  20814-3413 

1301)657-4800 


1  Virginia 

9000  TowefS  Crescem  Drive 

•'■enna.  Virginia  22182-2733 

(703)847.5800 


Allen  G  Siegei 
(202)  857-6237 


April  3,  1990 


Mr.  David  G.  Blattner 

Afisistant  Commissioner  (Examination) 

Internal  Revenue  Service 

Room  2501 

1111  Constitution  Avenue,  NW 

Washington,  D.C.   20224 

Dear  Mr.  Blattner: 

We  previously  sent  you  a  letter,  dated  May  24,  1989, 
on  behalf  of  the  Building  Sexrvice  Contractors  Association 
International  ("BSCAI"),  in  which  BSCAI  stated  its  belief 
that  building  service  companies'  treatment  of  maintenance 
vrorkers  as  independent  contractors ,  rather  than  as  employees , 
is  not  in  accordance  with  any  long-standing,  recognized 
practice  of  a  significant  segment  of  the  building  service 
industry,  as  sanctioned  by  Section  530(a)(2)(c)  of  the 
Revenue  Act  of  1978.   A  copy  of  that  letter  is  enclosed  for 
your  convenience. 

BSCAI  and  some  of  its  members  have  continued  to 
investigate  and  monitor  this  subject;  i.. e-,  the 
misclassification  of  maintenance  workers  as  independent 
contractors.   It  appears  that  this  practice  is  particularly 
prevalent  in  the  areas  of  Atlanta,  Dallas  and  Houston. 
Further,  it  is  predictable  that  the  practice  will  grow 
nationwide  as  a  reaction  to  the  recent  legislation  increasing 
the  minimum  wage.   Obviously,  the  competitive  advantage 
enjoyed  by  companies  who  treat  their  maintenance  workers  as 
independent  contractors  will  only  expand  when  the  wages  paid 
to  employees  by  the  remaining  employers  increase. 


I' 
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Mr.  David  G.  Blattner 
April  3,  1990 
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If  you  have  any  questions  or  if  the  Building  Service 
ContraAors  Association  International  can  be  of  any 
assistance  in  this  matter,  please  feel  free  to  contact  us. 

Very  truly  yours. 


Allen  G.  Siegel  ^/J^ 


Enclosure 

cc:   Ms.  Carol  A.  Dean 

Mr.  Richard  N.  Gross 
Mr.  Janes  S.  Netterstrom 
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May   24,    1989 


Mr.  David  G.  Blattner 

Assistant  Commissioner  (Examination) 

Internal  Revenue  Service 

1111  Constitution  Avenue,  N.W. 

Room  2501 

Washington,  D.C.   20224 

Dear  Mr.  Blattner: 

We  represent  the  Building  Service  Contractors 
Association  International  ("BSCAI").   It  has  come  to  BSCAI's 
attention  that  the  Internal  Revenue  Service  is  in  the  process 
of  examining  the  practice  in  the  building  service  industry  o£ 
treating  maintenance  workers  as  independent  contractors  or  as 
employees,  for  purposes  of  Section  S30(a)(2)(C)  of  the 
Revenue  Act  of  1978.   As  will  be  explained  more  fully  below, 
BSCAI  submits  that  treatment  of  raaintenance  workers  as 
independent  contractors,  rather  than  as  employees,  is  not  in 
accordance  with  any  long-standing,  recognized  practice  of  a 
significant  segment  of  the  building  service  industry. 

BSCAI  is  a  private,  non-profit  association  chartered 
in  the  District  of  Columbia.   Founded  in  1965,  BSCAI's 
members  currently  consist  of  approximately  1,500  building 
service  contracting  firms  throughout  the  United  States,  and 
an  additional  100  firms  outside  the  United  States,  which,  in 


Telwnona:  (202)  857-6000    CaU*.  ARFOX    Tetai;  «VU  892672     ITT  440266    TelMODMr:  1202)  857-6395 


i; 


221 


Arent.  Fox.  Kinmer.  Plotkin  Ck  Kahn 

Mr.  Oavid  G.  Biattner 
May  24,  1989 
Page  2 

turn,  employ  well  over  100,000  maintenance  worlcers.   BSCAI  is 
a  member  of,  and  is  the  sole  representative  of  the  United 
States  in,  the  World  Federation  of  Building  Service  Contrac- 
tors.  BSCAI  presently  is  serving  as  the  secretariat,  or 
administrative  arm,  of  the  World  Federation. 

One  of  BSCAI 's  stated  objectives  is  to  "monitor  the 
activities  of  state  and  federal  governments  in  order  to 
report  significant  developments  to  members  and  to  respond 
accordingly.  "   Further,  pursuant  to  its  charter  adopted  in 
1968,  the  Association  is  committed  to  "lawful  and  fair  trade 
practices,  customs  and  usage,"  as  well  as  "sound  and  equi- 
table employment  relations  policies."   BSCAI  is  submitting 
this  position  statement  in  the  interest  of  advancing  these 
goals . 

Traditionally,  building  services  are  provided 
pursuant  to  a  contract  between  the  owner  or  manager  of  a 
building  and  a  building  service  company,  the  latter  of  which 
can  be  a  sole  proprietorship,  a  partnership  or  a  corporation. 
The  building  service  company  then  provides  the  individual 
workers  who  actually  perform  the  required  janitorial  work  on 
a  regular  basis.   Under  this  general  scheme,  the  Internal 
Revenue  Service  has  long  recognized  that  the  individuals 
actually  performing  the  maintenance  work  are  employees  of  the 
building  service  company  for  federal  employment  tax  purposes . 
Rev.  Rul.  68-460,  1968-2  C.B.  449.   Indeed,  the  Internal 
Revenue  Service  has  reached  a  similar  conclusion  in  the  more 
unusual  situation  involving  building  ovmers  personally 
engaging  and  paying  the  individuals  who  provide  janitorial 
services.   Rev.  Rul.  68-461,  1968-2  C.B.  451. 

Contrary  to  these  rulings,  BSCAI  understands  that 
some  building  service  companies  are  treating  their  workers  as 
independent  contractors  for  federal  employment  tax  purposes . 
When  challenged  by  the  Internal  Revenue  Service  on  this 
point,  they  apparently  claim  that  such  treatment  is  protected 
by  Section  530(a)(2)(C)  of  the  Revenue  Act  of  1978  as  "a 
long-standing  recognized  practice  of  a  significant  segment  of 
the  industry."   BSCAI  asserts  that  this  is  not  the  case.   To 
the  contrary,  based  on  its  experience  and  knowledge  of  the 
building  service  industry  since  1965,  as  well  as  its  active 
exploration  and  investigation  of  this  specific  subject,  BSCAI 
believes  that  there  is  no  long-standing  recognized  practice 
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of  a  significant  segment  of  the  industry  to  treat  maintenance 
workers  as  independent  contractors. 

While  BSCAI  has  no  independent  knowledge  of  the 
legality  of  any  individual  company's  treatment  of  its  mainte- 
nance workers  as  independent  contractors ,  its  experience  is 
that  bona  fide  building  service  contractors  treat  their 
regular  janitorial  workers  as  employees  for  tax  and  other 
purposes,   vniile  there  may  be  exceptions  to  this  rule,  BSCAI 
believes  that  those  exceptions  are  inconsistent  in  usage  and 
insufficient  in  number  to  constitute  the  practice  of  a  signi- 
ficant segment  of  the  industry,  as  is  required  by  Section 
530.   See  H.R.  Rep.  No.  95-1748,  95th  Cong.  2d  Sees.  5 
(1978),  reprinted  in  1978-3  (Vol.  I)  C.B.  629,  633  (industry 
practice  safe  haven  provision  requires  that  practice  be 
uniformly  used  by  enough  employers  to  be  recognized  as  the 
practice  of  a  significant  segment  of  the  industry) .   Further, 
the  current  practice  of  some  building  service  companies 
treating  maintenance  workers  as  independent  contractors  is 
relatively  recent  and  seems  to  be  increasing.   As  such,  it 
does  not  satisfy  the  requirement  in  Section  530(a)(2)(C)  that 
the  practice  be  long-standing.   In  short,  BSCAI  strongly 
disagrees  with  any  taxpayer's  contention  that  the  treatment 
of  maintenance  workers  as  independent  contractors  is  a  long- 
standing recognized  practice  of  a  significant  segment  of  the 
building  service  industry. 

If  you  have  any  questions  or  if  the  Building  Service 
Contractors  Association  International  can  be  of  any  further 
assistance  in  this  matter,  please  feel  free  to  contact  us. 


Very  truly  yo 


Allen  G.  Siegel 
Nancy  S .  Heermans 


cc:   Ms.  Carol  A.  Dean 

Mr.  Richard  N.  Gross 
Mr.  James  S.  Netterstrom 
David  L.  Dougherty,  Esquire 
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-  BSCIL 

Building  service  Contraaors  Association  International 

•0201  LEE  -IGHWAY  SUITE  ::5  •  <=».««X    «A  22030  •  .03.359.7090  »  800.368.34U  .  «x  703-352.0493 


■"'»«.  «ro-^' 


«M»  •    »u«Cf  tV  C4Si 


<S   February  25,  1991 

Honorable  Doug  Barnard,  Jr. 

Canezce,  Consumer,   and  Monecary  Affairs  Subocnsa'Ctee 
O  mil  I  LLae  on  Govemaenc  Operations 

U.S.    House   ox    Rgni-P«;orP'''<'''''^'="= 
SOOB  a-377 

Raybum  House  Office  Building 
Wawhingcon,  CC  20515 

;t=r____   Dear  Mr.  Qalrnan; 


Tlja  Building  Service  Cantxactors  Association  International  ("BSOVI") 
noted  with  interest  pitalication  November  9,  1990  of  the  subocmaittBe's 
report  entitled,  "Tax  Administration  Probleaos  Involving  Indepenient 
Contraccors. " 

asCAI  is  a  private,  non-profit  trade  association  representing  over 
1,900  building  service  contractors  and  ai  i  iori  firms  throughout  the 
united  states.  Ttiese  finss  eziploy  well  over  100,000  maintenanoa 
vxjrjoers. 

The  issue  oi  proper  classification  of  worjcers  -  as  enployees  or 
independent  cancraccors  -  ls  a  growing  prtolem  in  the  building  service 
industry. 


I  an  pleased  to  lepuit  that  our  Board  of  Directors  at  its 
nacting  voted  unaninously  to  supfxsrt  all  seven  specific  reooBnendations 
ocncained  in  ycur  imjuiL  at  pages  3  -  10.  For  ease  of  referenoa,  a 
oopy  of  pages  8  -  10  is  attartiPrt  as  Addendum  A. 


rs?-    "'    asCAI  in  particular  supports  elimination  of  the  prior  audit  "safe 
'u^V^^T^   hnrtyir"  provision  under  fn'mnr  law.  Wa  believe  this  has  bevi  the  most 
*^1^SS    abused  aspect  of  the  "safe  harbor"  provisions  of  current  law. 


Ilia  association  also  supports  vigorous  enforoeDent  ctnd  etudit  action  by 
the  IBS  to  ensure  tha  [it^^m  fi »«»«"<'< i-^iTTiTn  of  worters  as  eqpioyeaa 
where  at^m^n  lafn  uri^er  a^i ^r^hio  law.  VJe  feel  the  suggested  annescy 
["■«_".""  will  be  a  positive  and  ii«M»fiii  step  in  helping  i.i.ii  i tvc  nii,  miL 
of 


xi^mmmm 

<•  ■^■^•^■^■■MM* 
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Honoranie  Qcua  Bamara, 

February  25.    i:91 

Pswe  r./o 

Z 

BSO^  would  also  be  happy  tu3  provide  a  parcicipairc,   ir  requesced,  to 
paru.cipace  in  a  ^oinc  erforr  by  che  IRS  and  represenca'ci.ves  o£  tha 
prlvace  secccr  za  maKe  Uie  currenc  "ccmnan  law"  faccors  less 
sutrjecxive. 

Ttie  enclosed  ccrrespondence  keai&^x  SSCAI  and  the  lES  cancenunq  the 
prevailing  puilding  service  industry  practice  or  clasairying  wocjoers  as 
pnpioyees  may  be  or  interest.      It  is  neorkad  as  Addendum  B. 

We  are  also  noniryira  tne  Ways  and  Means  Canmirtee  and  Senate  Finance 
Coonittee  oi  our  supporc  for  your  i>j-ijiiiiMcations,  and  urging  their 
,  action  this  year  to  enact  your  reccosEndatians  into  law. 

I£  you  desire  further  background  or  rJRtails  oonceming  the  independent 
ccntractor  issue  as  it  relates  to  the  building  service  industry,  vm 
would  be  most  i^appy  to  loaec  vritti  you  or  your  staff.     If  we  can  do 
euiything  further  to  assist  in  adoption  into  law  of  your  iHiiiiiwiria- 
tlons,  please  contact  loa. 

Sincerely, 


Tmns  E.  Oswald 
President 

LSD:  had 

Qnclosures 

oc:     Mpwhprs  of  the  House  Consoarce,  Consumar,  and  (tonetary  Affairs 
Subocamictee 
Maiijeis  of  House  Ways  and  Means  coBnittee 
MBBLai«  of  Senate  Finance  Caonititae 
BSChI  Board  of  Diractors 
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ADDENDUM  S 


DEPARTMENT  OF  THE  TREASURY 

INTERNAL   REVENUE  SERVICE 

WASHINGTON.   DC.  20224 


ASSISTANT  COMMISSIONER 
EXAMINATION) 


Mr.  Allen  G.  Siegel 

1050  Connecticut  Ave.  il.W. 

Washington,  DC  20036-5339 


Affi  2  £ 


Dear  Mr.  Siegel: 

We  wish  to  thank  you  for  the  continuing  efforts  of  your 
company  in  monitoring  the  issue  of  employees  versus  independent 
contractors  in  the  building  maintenance  industry. 

The  information  you  have  provided  is  very  helpful  in  the 
classification  process  involving  Section  530  of  the  Revenue  Act  of 
1978.   We  have  forwaraed  copies  of  your  letter  to  the  appropriate 
field  personnel  in  the  areas  you  have  Indicated. 

Thank  you  again  for  sharing  your  concerns  on  this  matter.   We 
in  the  Service  always  welcome  information  and  suggestions  which 
impact  on  tax  administration. 

Sincerely , 


I 

I 

I 
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Arent,  Fox,  Kinmer,  Plotkin  6>l  Kahn 


■  050  Conneaicul  Avenue  N  W 
A/asnmgton.  0  C.    20036-5339 


In  Marviano 

'^75  Wisconsin  Av«nue 

3ev>asaa.  Marviana  20814-3413 

1301)657-4800 


n  Virginia 

9000  Towwa  Ccascani  Orrv* 

.  enna.  Vi/ginia  22182  2733 

(7031847.5800 


Allen  G.  Steqei 
(202)  857  6237 


April  3,  1990 


Mr.  David  G.  Blattner 

Assistant  Commissioner  (Examination) 

Internal  Revenue  Service 

Room  2501 

1111  Constitution  Avenue,  MW 

Washington,  D.C.   20224 

Dear  Mr.  Blattner: 

We  previously  sent  you  a  letter,  dated  May  24,  1989, 
on  behalf  of  the  Building  Service  Contractors  Association 
International  ("BSCAI"),  in  which  BSCAI  stated  its  belief 
that  building  service  companies'  treatment  of  maintenance 
%rorkers  as  independent  contractors,  rather  than  as  employees, 
is  not  in  accordance  with  any  long-standing,  recognized 
practice  of  a  significant  segment  of  the  building  service 
industry,  as  sanctioned  by  Section  530(a)(2)(c)  of  the 
Revenue  Act  of  1978.   A  copy  of  that  letter  is  enclosed  for 
your  convenience. 

BSCAI  and  some  of  its  members  have  continued  to 
investigate  and  monitor  this  subject;  i.e.,  the 
misclassification  of  maintenance  workers  as  independent 
contractors.   It  appears  that  this  practice  is  particularly 
prevalent  in  the  areas  of  Atlanta,  Dallas  and  Houston. 
Further,  it  is  predicteible  that  the  practice  will  grow 
nationwide  as  a  reaction  to  the  recent  legislation  increasing 
the  minimum  wage.   Obviously,  the  competitive  advantage 
enjoyed  by  companies  who  treat  their  maintenance  workers  as 
independent  contractors  will  only  expand  when  the  wages  paid 
to  employees  by  the  remaining  employers  increase. 


Teleofione:  (202)  857-6000    Cable:  AHR3X    Telex:  WU  892672     ITT  440268    Telecopier:  (202)  857-6395 
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Mr.  David  G.  Blattner 
April  3,  1990 
Page  2 


If  you  have  any  questions  or  if  the  Building  Service 
Contractors  Association  International  can  be  of  any 
assistance  in  this  matter,  please  feel  free  to  contact  us. 

Very  truly  yours. 


Allen  G.  Siegel      /7 


Enclosure 

cc:   Ms.  Carol  A.  Dean 

Mr.  Richard  N.  Gross 
Mr.  James  S.  Netterstrom 
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Writer  s  Direct  Dial  Number 
(202)    857-6237 


May   24,    1989 


Mr.  David  G.  Blattner 

Assistant  Commissioner  (Examination) 

Internal  Revenue  Service 

1111  Constitution  Avenue,  N.W. 

Room  2501 

Washington ,    D . C .   20224 

Dear  Mr.  Blattner: 

We  represent  the  Building  Service  Contractors 
Association  International  ("BSCAI").   It  has  come  to  BSCAI's 
attention  that  the  Internal  Revenue  Service  is  in  the  process 
of  examining  the  practice  in  the  building  service  industry  of 
treating  maintenance  workers  as  independent  contractors  or  as 
employees,  for  purposes  of  Section  530(a)(2)(C)  of  the 
Revenue  Act  of  1978.   As  will  be  explained  more  fully  below, 
BSCAI  submits  that  treatment  of  maintenance  workers  as 
independent  contractors,  rather  than  as  employees,  is  not  in 
accordance  with  any  long-standing,  recognized  practice  of  a 
significant  segment  of  the  building  service  industry. 

BSCAI  is  a  private,  non-profit  association  chartered 
in  the  District  of  Columbia.   Founded  in  1965,  BSCAI's 
members  currently  consist  of  approximately  1,500  building 
service  contracting  firms  throughout  the  United  States,  and 
an  additional  100  firms  outside  the  United  States,  which,  in 
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turn,  employ  well  over  100,000  maintenance  workers.   BSCAI  is 
a  member  of,  and  is  the  sole  representative  of  the  United 
States  in,  the  World  Federation  of  Building  Service  Contrac- 
tors.  BSCAI  presently  is  serving  as  the  secretariat,  or 
administrative  arm,  of  the  World  Federation. 

One  of  BSCAI 's  stated  objectives  is  to  "monitor  the 
activities  of  state  and  federal  govemmencs  in  order  to 
report  significant  developments  to  members  and  to  respond 
accordingly."   Further,  pursuant  to  its  charter  adopted  in 
1968,  the  Association  is  committed  to  "lawful  and  fair  trade 
practices,  customs  and  usage,"  as  well  as  "'sound  and  equi- 
table employment  relations  policies."   BSCAI  is  submitting 
this  position  statement  in  the  interest  of  advancing  these 
goals . 

Traditionally,  building  services  are  provided 
pursuant  to  a  contract  between  the  owner  or  manager  of  a 
building  and  a  building  service  company,  the  latrer  of  which 
can  be  a  sole  proprietorship,  a  part;nership  or  a  corporation. 
The  building  service  company  then  provides  the  individual 
workers  who  actually  perform  the  required  janitorial  work  on 
a  regular  basis.   Under  this  general  scheme,  the  Internal 
Revenue  Service  has  long  recognized  that  the  individuals 
actually  performing  the  maintenance  work  are  employees  of  the 
building  service  company  for  federal  employment  tax  purposes. 
Rev.  Rul.  68-460,  1968-2  C.B.  449.   Indeed,  the  Internal 
Revenue  Service  has  reached  a  similar  conclusion  in  the  more 
unusual  situation  involving  building  owners  personally 
engaging  and  paying  the  individuals  who  provide  janitorial 
services.   Rev.  Rul.  68-461,  1968-2  C.B.  451. 

Contrary  to  these  rulings,  BSCAI  understands  that 
some  building  service  companies  are  treating  their  workers  as 
inSependent  contractors  for  federal  employment  tax  purposes . 
When  challenged  by  the  Internal  Revenue  Service  on  this 
point,  they  apparently  claim  that  such  treatment  is  protected 
by  Section  530(a)(2)(C)  of  the  Revenue  Act  of  1978  as  "a 
long-standing  recognized  practice  of  a  significant  segment  of 
the  industry.  "'   BSCAI  asserts  that  this  is  not  the  case.   To 
the  contrary,  based  on  its  experience  and  knowledge  of  the 
building  service  industry  since  1965,  as  well  as  its  active 
exploration  and   avestigation  of  this  specific  subject,  BSCAI 
believes  that  there  is  no  long-standing  recognized  practice 
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of  a  significant  segment  of  the  industry  to  treat  maintenance 
workers  as  independent  contractors. 

While  BSCAI  has  no  independent  knowledge  of  the 
legality  of  any  individual  company's  treatment  of  its  mainte- 
nance workers  as  independent  contractors ,  its  experience  is 
that  bona  fide  building  service  contractors  treat  their 
regular  janitorial  workers  as  employees  for  tax  and  other 
purposes.   While  there  may  be  exceptions  to  this  rule,  BSCAI 
believes  that  those  exceptions  are  inconsistent  in  usage  and 
insufficient  in  numiser  to  constitute  the  practice  of  a  signi- 
ficant segment  of  the  industry,  as  is  required  by  Section 
530.   See  H.R.  Rep.  No.  95-1748,  95th  Cong.  2d  Sess.  5 
(1978),  reprinted  in  1978-3  (Vol.  I)  C.B.  629,  633  (industry 
practice  safe  haven  provision  requires  that  practice  be 
uniformly  used  by  enough  employers  to  be  recognized  as  the 
practice  of  a  significant  segment  of  the  industry) .   Further, 
the  current  practice  of  some  building  service  companies 
treating  maintenance  workers  as  independent  contractors  is 
relatively  recent  and  seems  to  be  increasing.   As  such,  it 
does  not  satisfy  the  requirement  in  Section  530(a)(2)(C)  that 
the  practice  be  long-standing.   In  short,  BSCAI  strongly 
disagrees  with  any  taxpayer's  contention  that  the  treatment 
of  maintenance  workers  as  independent  contractors  is  a  long- 
standing recognized  practice  of  a  significant  segment  of  the 
building  service  industry. 

If  you  have  any  questions  or  if  the  Building  Service 
Contractors  Association  International  can  be  of  any  further 
assistance  in  this  matter,  please  feel  free  to  contact  us. 


Very  truly  yo 


Allen  G.  Siegel 
Nancy  S .  Heermans 


cc:   Ms.  Carol  A.  Dean 

Mr.  Richard  N.  Gross 

Mr.  James  S.  Netterstrom 

David  L.  Oougherry,  Esquire 
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PUBLIC  ACT  NO.  30-273 

AN  ACT  CCNCERNINC  ACTTOHS  "OR  OAMAGES  RESULTING 
FROM  VIOLATIONS  OF  UNEMPLOYMENT  AND  WORKERS' 
COMPENSATION  STATUTES  BY  BIDDERS  ON  CONSTRUCTION 
CONTRACTS • 


(NEW)  Any  person,  firs,  association  or 
corporation  which  suffers  daatages  as  a  result  of  a 
coapetitive  bid  for  a  project  involving  the 
construction,  repair,  rcBodeiing,  alteration, 
conversion,  modernization,  iaprovement, 
rehabilltstion,  replacaaant  or-  reaovrntion  of  a 
building  or  structure  not  beings accepted  due-  to 
another  person,  firm,  association  or  corporation 
Icnovingly  violating  the  provisions  of  chapter  567 
or  568  of  the  general  statutes «  say  bring  an 
action  for  dauaages  in  the  superior  court.,  for  t&e 
purposes  of  an  action  brought  pursuant  to: this 
section,  enployee  status  shall  be  detersined  by 
the  applicable  provisions  of  the  internal  Revenue 
Code  of  1986,  or  any  subsequent  corresponding 
Internal  Revenue  Code  of  the  United  States »  as 
from  tiae  to  tiare  aaended. 
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FACTS  ON  PUBLIC  ACT  NO.  90-27  3 


I.  PURPOSE:   The  purpose  of  Public  Act  90-273  is  to  clean  up 
illegal  practices  in  the  construction  industry  by  allowing 
private  Law  suits  m  instances  when  construction  employers 
compete  unfairly  by  willfully  failing  to  make  contributions 
tor   unemployment  and  worKers'  compensation. 

II.  THE  PROBLEM 

A.  A  growing  nuiaber  of  employers  in  the  construction  industry 
are  competing  unfairly  by  willfully  failing  to  make  unemploy- 
ment and  workers'  conpenf.ation  contributions  as  required  by 
law. 

1*  Th«  wwnvtruction  industry  is  highly  coBp«t«tive.  with 
the  lowest  bidders  frequently  being  awarded  work. 

2.  Connecticut  law  requires  employers  to  cover  employees 
with  workers'  compensation  insurance  and  to  pay  unem-' 
ployraent  taxes. 

3.  Below  are  the  hourly  labor  costs  of  a  typical  legitimate 
commercial-construction  contractor: 

wages  517.80 

benefits  3.00 

social  security  1.33 

workers'  eoa^iensation  4.57 

unewoloviBant  taxes  ,_^*9^ 

TOTAL  S27.78 

Of— the  &27-.-78  an  hour  -iabor  coHHi>  56.90  is  fer-unem- 
ployment*  workers'  compensation  and  social  security.  An 
employer  who  illegally  fails  to  pay  these  legally  man- 
dated costs  can  save  more  than  $6.98  per  hour,  or  26«» 
on  labor  costs.   Thus,  illegitimate  employers  gain  an 
unfair  advantage  over  employers  who  operate  legally, 
driving  legitimate  employers  out  of  business  pf  inW  Df 
coming  law  breakers  themselves, 

4.  Illegitimate  employers  avoid  paying  unemployment  and 
workers*  compensation  by  illegally  classifying  their 
workers  as  independent  subcontractors. 

5.  According  to  the  IRS,  at  least  38%  of  all  employers  who 
classify  workers  as  independent  subcontractors  should 
be  treating  their  workers  as  employees  according  to  the 
law. 

B.  The  State  of  Connecticut's  mechanisms  for  enforcing  the  cov- 
erage requirements  of  the  workers'  compensation  and  unemploy- 
ment compensation  acts  have  been  inadequate. 
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1.  5etore  ?A  "iO-Z'j.    cniy  -."".e  fStace  and  trie  worJcers  had 
stanamq  co  sue  -eTipioyers  wfto  violated  -he  coverage 
reQuireraents  of  the  unempioymenr  and  wortters'  compensa- 
tion acts. 

2.  Workers  who  are  illegally  classified  as  subcontractors 
have  not  proven  to  3e  good  enforcers  because  they  are 
either  willing  participants  in  the  scheoe,  they  do  not 
Know  better  or  they  are  afraid  of  being  fired. 

3.  The  State  is  too  overburdened  and  does  not  have  enough 
personnel  to  iceep  up  with  employers  who  violate  the  law 
in  this  raannerj, 

C.   Before  PA  90<*273  the  law  did 'not  recognize  the  damage  "done- to 
the  construction  industry  by  illegxtlmste  operators. 

0.    Who  are  the  winners  and  losers  when  an  eoiployer  illegally 
treats  employees  as  independent  subcontractors? 

1.  Losers: 

Connecticut's  Second  Injury  Fund— Lost  Revenue 
Connecticut  and  U.S.  Unemployment  Funds— Lost  Revenue 
Social  Security  Administration-- Lost  Revenue 
U.S.  Treasury— Lost  Revenue 

Health  Care  &  Insurance  Industries— Rising  Costs 
Construction  Workers— Substandard  Working  Conditions 
Legitimate  Construction  employers — Lost  Jobs  6  Profits 
Construction  Unions— Lost  Job  Opportunities  for  Members 
Contractor  Associations— Lost  Job  Opportunities 
Construction  Industry— Lowered  Standards 

2.  Winners: 

Construction  Employers  Who  Break  The  Law 

III.  SOLOTIOH:   PA  90-273  makes  the  willful  violation  o£  the  cov- 
erage requirements  of  the  workers*  compensation  and  unemploy* 
raent  compensation  acts  in  the  construction  industry  subject 
to  private  law  suits  by  industry  participants. 

A.    PA  90-273: 

1.  recognizes  the  harm  done  to  the  construction  industry 
by  this  form  of  unfair  competition  by  allowing  fair 
employers,  employer  associations  and  employee  associa- 
tions to  sue  for  their  damages. 

2.  deters  violations  of  the  workers'  coispensation  and  un- 
employment compensation  acts  by  creating  a  new  cause  of 
action  against  law  breakers  for  private  parties* 

3.  gives  the  construction  industry  the  ability  to  prosecute 
law  breakers  in  order  to  clean  its  own  house »  and 

4.  this  is  ail  done  with  little  to  no  cost  to  the  State. 
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Employment  Developments  in  the  Constnjction  Industry 


vol.  36,  No.  1790 


(Vol.  36)  S47 


August  1, 1990 


CONN.  CONTRACTORS  T>tAT  UNOERBIO 
BY  MISCtASSIFYINO  CAN  Bl  SUED 

A  new  Conoecacnt  statsu  (PA  90-Z73)  to  tw  «aee- 
tiv«  Oct  1.  1990.  will  eoaUe  any  petsoa.  tan.  aaoci- 
atton.  or  corporaUoo  to  sue  tor  danuga  aita  losing  a 
competittve  bid  to  a  contractor  tbat  rrwrta»i<ir<1 
■uikei5  as  snfacuuujctors  to  avvid  wofMrl  uuupaa- 
sation  and  othar  corfiriTtitmt-man'****^  labor  casts. 

Tlie  new  Connscticttt  Law  applies  tbe  cntoia  to 
dlstiacnisb  subcoatracton  and  emptujiun  ttiat  are 
oatUoed  in  1986  (edsrai  laUraal  Raveaoe  Semce 

^fmntitl-"*  is  tite  first  state  in  tbe  oatioa  to  enact 
snctt  a  law.  accortiing  to  Jim  Lobr.  executive  director 
oi  the  Carpentry  Industry  Partaeistip,  wlitch  sotmgly 
supported  the  law.  Tbere  bas  been  a  gtvwiag  problem 
in  Connecticut  for  legittmate  contractors  that  operate 
at  a  competitive  diiadrantage  wtaeo  bidding  against 
tboM  ctaitractors  that  avoid  govemment-niandated 
labor  costs,  he  said.  Lohr  ated  a  1989  Gcnena  Ac- 
coontisg  Ofice  report  that  indicated  that  op  to  38 
percent  of  contractors  that  had  baan  mtemewed  by 
IRS  agents  may  have  imsclaisiSed  employees  as  sub- 
contractors (3S  cut  828.  1I/I/89). 

State  Ststutory  Proviaioita 

"nia  new  Connecticnt  statnte  reads  in  pertioent  part: 
"Any  person,  firm,  aaaociation.  or  corpotation 
which  soSeis  damages  as  a  resnlt  of  a  competittve  bid 
(or  a  project  involving  the  constmctian.  repair,  re- 
modeling, alteration,  conversum.  modersization.  im- 
provement, rehabilltatiaii.  replacement  or  renovation 
of  a  bnildlng  or  structure  not  being  accepted  doe  to 
another  person,  firm,  association  or  corporatian  lmow> 
Ingly  violating  tbe  provisions  of  **^Tff1^  567  or  S68  of 
the  general  statutes,  may  bring  on  action  for  damages 
in  the  superior  conn.  For  the  puipuees  of  an  sctiott 
broDght  pursuant  to  this  sactioii.  employee  sutns  shall 
be  detenomed  by  the  applicable  piwiiioas  of  the 
Intttaal  Revenue  Cod*  of  19K.  or  any  sntBeqocnt 
corresponding  Internal  Reveme  Code  of  the  United 
States,  as  from  time  to  time  amended." 
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Contractors  have  new  law 
in  battle  against  scofflaws 

Abusive  use  of  'subs'  costs  industry  jobs,  work; 
state  clears  way  for  unfair  competition  lawsuits 

By  JOAN  STABLEFORD 

Fairfield  County's  construction  industry  is  caught  in  the  triple  vise  of  a 
declining  Icxai  economy,  a  credit  ounch  and  a  sluggish  real  esaa  market 

Those  factors  are  not  the  only  eviis,  however,  industry  oflSdais  say. 

niegal  pracnces  by  some  disreputable  contractors  have  aggravated  the  in- 
dustry's problems,  damagmg  the  image  of  honest  companies  trying  to  make 
a  living  in  the  con^dtive  construcnon  trades. 

Contractors,  laborers,  union  officials  and  associations  are  fighting  back 
—  and  hope  to  nail  the  otfendeis  with  lawsuits  in  the  state  courts.  Thetar-_ 
gee  contractors  who  abuse  employees  by  classifying  them  as  independent 
contractors  to  avoid  paying  benefits.'  said  Jim  Lobr,  director  of  the 
Carpentry  industry  Parmership. 


A  new  sBtc  law  ihat  takes  efTect  Ocl 
1  will  help  contraciois  who  live  by  Uie 
law  —  and  lose  out  in  compeauve  bid- 
diog  to  violaion  as  a  result  —  fight 
back. 

This  ii  a  teveie  problem  for  conoac- 
lors  who  pay  employees  beoeTits  as  ie> 
quucd  by  law.'  Lohr  said. 

The  Carpenny  Indusny  Parmership. 
founded  earlier  tlus  year,  is  composed  of 
represeoianves  from  Carpenien'  Union 
Local  ZIO.  who  formally  joined  with 
management  area  contractors  m  an  effort 
to  claui  out  riithnnf.si  conifKLon. 

"We  caniiot  rely  on  the  saie  to  police 
the  industry  (so)  we  took  our  own  ac- 
tion.'Lohr  said. 

Public  Aa  90-273  is  one  of  ihe  most 
potent  weapons  m  their  arMnal.  The  new 
law  allows  contracum  to  file  pnvaie 
lawtnna  m  insonces  of  unfair  compea- 
tioo  stemmmg  fnsm  a  comiiaay  s  wiUTul 
biiure  to  make  uneaploymem  and  work- 
ers' cotBtsensaxion  paytscnts. 

'Id  thu  economy,  the  new  law  is 

fiven  more  important.  The  constniciion 
ndusirv  is  highly  compeotive  now,  wiih 


the  lowest  bidders  fruqaenily  being 
awaitled  wotk,"  Lobr  said. 

'Five  years  ago  when  there  were 
plenty  of  building  job*  the  practice  was 
not  so  prevataiL  Now,  there  are  few  jobs 
and  many  laborers  are  out  of  worlc 
Working  under  the  table  is  beeommg 
more  commonpiace.''  Lohr  said. 

Accottliag  to  the  loal  caipenter's 
uoioiu  the  average  hourly  laborei  io. 
Coonecocst  cobs  in.  eommertaal  cen^ 
sinicnoo  conttaoor  517.80  for  wage*.  $J 
for  benefits,  SI  J3  for  Social  Secunty. 
$4.27  for  workers'  compensauoa  aod 
$1.08  for  tmemploymem  taxes,  (or  a  to- 
tal cost  per  hour  of  S27.78. 

A  coniraciar  lilegaily  hiring  aa  eQi> 
ployoe  as  an 'Independeueoasaaar*  can 
save  $6.98  «a  boor  —  or  26  petem  — 
of  the  avenge  hourly  labor  cast. 

Aocortling  to  ute  Intenal  Revenoe 
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Mr.  Chairman  and  Members  of  the  Committee: 


The 
("EPICC")  is  p 
views  on  the  i 
contractors  as 
"IRS") .  EPICC 
and  individual 
that  was  estab 
in  particular 
contractor  rel 


Expedited  Package  Independent  Contractors  Council 
leased  to  have  this  opportunity  to  present  our 
ssue  of  the  reclassification  of  independent 
employees  by  the  Internal  Revenue  Service  (the 
is  an  organization  of  large  and  small  companies 
s  from  the  messenger,  courier  and  delivery  industry 
lished  to  monitor  and  improve  business  conditions, 
by  seeking  to  preserve  the  longstanding  independent 
ationships  within  our  industry. 


We  believe  that  independent  contractors  play  a  vital 
role  in  our  industry  and  in  the  small  business  sector  of  the 
economy,  and  that  the  recent  efforts  of  the  IRS  to  reclassify 
independent  contractors  in  our  industry  are  destructive  and 
misguided.   These  efforts  result  in  part  from  the  uncertainties 
inherent  in  current  worker  classification  policies,  and  we 
therefore  advocate  legislation  that  establishes  a  clearer 
standard  for  independent  contractor  classification.   In  addition, 
we  believe  that  such  legislation  should  eliminate  the  excessive 
tax  penalties  that  encourage  the  IRS  to  reclassify  independent 
contractors  as  employees. 
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I.    IRS  Reclassification  Efforts  in  the  Messenger,  Courier,  and 
Delivery  Industry 

In  November  1992,  the  Committee  on  Government 
Operations  stated  that  "[t]he  [IRS']  current  enforcement 
practices  regarding  employment  taxes  present  small  business 
taxpayers  with  a  veritable  nightmare  of  problems  and  policies 
that  defy  common  sense."   House  Comm.  on  Government  Operations. 
Improving  the  Administration  and  Enforcement  of  Employment  Taxes. 
H.  R.  Rep.  No.  1060,  102d  Cong.,  2d  Sess.  1  (1992)  (the  "1992 
House  Report") .   These  practices  include  a  singular  focus  on 
employment  tax  audits  of  small  businesses  that  often  result  in 
the  reclassification  of  independent  contractors  and  the 
imposition  of  substantial  tax  penalties.   Workers  are 
reclassified  pursuant  to  a  common  law  test  used  to  characterize 
workers  as  employees  or  independent  contractors,  even  though  both 
the  Treasury  Department  and  the  General  Accounting  Office  have 
determined  that  the  common  law  test  is  "too  vague  to  be 
administered  on  a  consistent  basis."  [1992  House  Report,  p.  2] 
The  Committee  on  Government  Operations  has  observed  that  this 
audit  process  "subjects  relatively  innocent  businesses  to 
mandatory  tax  assessments  based  on  precalculated  formulas  that 
can  literally  bankrupt  them."   [1992  House  Report,  p.  19] 

Our  industry  has  not  been  immune  to  the  worker 
reclassification  efforts  of  the  IRS.   Historically,  the  IRS  has 
treated  our  messenger,  courier  and  delivery  personnel  as 
independent  contractors,  as  reflected  in  a  series  of  private 
letter  rulings  taking  this  position.   See,  e.g. ,  Private  Letter 
Ruling  8936062  (June  13,  1989)  and  Private  Letter  Ruling  8921044 
(Feb.  24,  1989).   However,  the  IRS  subsequently  has  challenged 
the  use  of  independent  contractors  by  small  businesses,  including 
our  own.   The  earlier  private  letter  rulings  have  been  withdrawn, 
and  at  least  one  has  been  issued  finding  the  messengers  in 
question  to  be  employees.   See  Private  Letter  Ruling  9010020 
(Dec.  7,  1989).   As  recently  as  February  23,  1993,  the  IRS 
withdrew  a  private  letter  ruling  that  had  classified  couriers  as 
independent  contractors.   See  Private  Letter  Ruling  9321027 
(Feb.  23,  1993)  . 

Messenger,  courier,  and  delivery  services  across  the 
country  are  now  under  siege  by  the  IRS.   Our  members  are  required 
to  use  the  common  law  test  to  classify  workers  as  employees  or 
independent  contractors,  but  many  find  the  common  law  test  so 
inconsistent  and  confusing  that  workers  cannot  be  classified  on  a 
rational  basis.   Even  so,  the  IRS  has  threatened  to  reclassify 
messenger,  courier  and  delivery  personnel  as  employees  and  to 
assess  substantial  penalties  against  businesses  that  utilize 
these  workers. 

The  protection  provided  by  Section  530  of  the  Revenue 
Act  of  1978  ("Section  530")  to  the  members  of  our  industry  is 
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uneven.   The  "private  letter  ruling"  safe  harbor  is  being  eroded 
by  the  revocations  described  above.   The  "prior  audit"  safe 
harbor  applies  in  some  cases  but  may  not  in  others,  creating  an 
unlevel  playing  field  within  the  industry.   Finally,  the  IRS  is 
attempting  to  weaken  the  "industry  practice"  safe  harbor  by 
forcing  worker  reclassification  on  the  members  of  our  industry, 
one  by  one. 

The  IRS  seems  to  approach  these  audits  as  though  tax 
fraud  were  the  issue,  when,  in  fact,  the  effect  of  the  penalties 
is  to  impose  double  taxation  on  companies  and  their  workers,  as 
will  be  discussed  in  more  detail  later  in  this  statement.   If 
successful,  the  efforts  of  the  IRS  to  reclassify  our  independent 
contractors  will  wipe  out  the  independent  contractor 
classification  in  our  industry  and  seriously  hamper  our  ability 
to  respond  flexibly  to  the  growing  demands  of  American  business 
for  our  services.   Moreover,  the  magnitude  of  the  IRS  penalties 
imposed  will  in  some  cases  threaten  the  viability  of  our 
businesses. 

In  November  1990,  the  Committee  on  Government 
Operations  reaffirmed  that  "the  classification  of  workers  as 
independent  contractors  has  a  legitimate  place  in  the  scheme  of 
Federal  tax  administration."   House  Comm.  on  Government 
Operations,  Tax  Administration  Problems  Involving  Independent 
Contractors,  H.R.  Rep.  No.  979,  101st  Cong.,  2d  Sess.  2  (1990). 
However,  the  continuing  viability  of  the  messenger,  courier  and 
delivery  industry  depends  on  a  resolution  of  the  ongoing  conflict 
between  the  industry  and  the  IRS  with  respect  to  worker 
classification.   This  conflict  could  be  resolved  through  specific 
legislative  action:   both  the  IRS  and  the  industry  desire 
predictable,  easily  applied  classification  standards  for 
messengers,  couriers,  and  delivery  personnel;  and  the  elimination 
of  excessive  tax  penalties  could  remove  the  artificial  economic 
incentive  of  the  IRS  to  reclassify  independent  contractors.   This 
would  minimize  the  economic  uncertainty  generated  by  the 
continued  threat  of  worker  reclassification  and  facilitate  the 
appropriate  collection  of  taxes  from  workers  in  our  industry. 

II.   H.R.  SOU  and  Worker  Classification  in  the  Messenger, 
Courier  and  Delivery  Industry 

Certain  provisions  of  H.R.  5011,  the  "Employment  Tax 
Improvement  Act  of  1992,"  introduced  in  the  last  Congress,  may 
serve  to  mitigate  the  consequences  of  worker  classification 
audits  in  the  messenger,  courier  and  delivery  industry,  and  we 
support  these  provisions.^   However,  we  do  not  agree  with  the 


^   It  is  hoped  that  new  legislation  based  on  H.R.  5011,  with 
modifications,  will  be  introduced  in  this  Congress.   For  ease  of 
reference  in  this  testimony,  such  new  legislation  is  also 
referred  to  herein  as  H.R.  5011. 
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manner  in  which  H.R.  5011  implements  all  of  these  provisions,  and 
we  believe  that  further  modifications  to  H.R.  5011  are  necessary 
to  address  the  particular  problems  associated  with  IRS 
enforcement  of  employment  tax  provisions  in  our  industry. 

1.  Modification  of  Common  Law  Test 

In  particular,  we  believe  that  H.R.  5011  goes  seriously 
awry  in  not  addressing  the  issue  of  worker  classification 
directly.   The  common  law  test  is  incomprehensible  to  many  of  our 
members  and  other  small  businesses,  and  it  is  being  applied 
inconsistently  by  the  IRS.   The  difficulties  with  the  current 
worker  classification  system  are  aptly  summarized  in  a  March  1991 
report  of  the  Treasury  Department  entitled  "Taxation  of  Technical 
Services  Personnel:   Section  1706  of  the  Tax  Reform  Act  of  1986" 
(the  "Treasury  Report"): 

[Tjhe  common  law  tests,  like  most  facts-and- 
circumstances  tests,  lack  precision  and  predictability. 
Since  they  were  developed  in  an  entirely  different 
context  from  Federal  tax  laws  .  .  .  they  may  also 
produce  inappropriate  results  for  some  tax 
purposes  ....   In  many  cases,  applying  the  common 
.,  law  test  in  employment  tax  issues  does  not  yield  clear, 
consistent,  or  satisfactory  answers,  and  reasonable 
persons  may  differ  as  to  the  correct  classification. 
[Treasury  Report,  p.  59] 

Although  repeated  attempts  have  been  made  for  more  than  a  decade 
to  clarify  the  common  law  test,  the  test  has  not  been 
substantially  modified  or  improved. 

As  long  as  no  changes  are  made  to  the  common  law  test, 
we  expect  the  worker  classification  problems  in  our  industry  to 
continue.   However,  ours  is  an  industry  in  which  the  overwhelming 
majority  of  companies  have  traditionally  used  independent 
contractors.   We  believe  that  we  are  entitled  to  establish  the 
legality  of  this  practice,  and  to  continue  using  independent 
contractors  without  repeated  threats  from  the  IRS.   If  the  common 
law  test  cannot  be  modified  to  classify  definitively  the  workers 
of  our  industry,  we  advocate  the  establishment  of  a  "bright- 
line"  test  that  specifies  the  terms  and  conditions  for 
classification  of  workers  as  independent  contractors  within  the 
messenger,  courier  and  delivery  industry.   We  would  be  pleased  to 
assist  in  the  development  of  such  a  test. 

2.  Elimination  of  Double  Taxation 

In  addition,  we  believe  that  the  employment  tax 
penalties  imposed  when  independent  contractors  are  reclassified 
as  employees  remain  unacceptable.   Under  current  section  3509  of 
the  Internal  Revenue  Code,  a  formula  is  used  to  assess  back  taxes 
for  reclassified  workers.   Although  this  formula  reduces  amounts 
that  would  otherwise  be  assessed  against  an  employer  if  workers 
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are  reclassified  as  employees,  such  relief  only  applies  to  the 
withholding  of  income  taxes  and  FICA  taxes  on  behalf  of  such 
workers.   No  relief  is  provided  for  FUTA  taxes,  the  FICA  excise 
tax  imposed  on  employers,  or  interest  and  penalties.   The  FICA 
excise  tax  is  collected  even  if  workers  misclassif ied  as 
independent  contractors  paid  the  FICA  tax  in  full;  and  the 
reclassified  workers  are  generally  ineligible  for  unemployment 
benefits  provided  pursuant  to  the  FUTA  tax. 

The  1992  House  Report  states  that  "[t]hese  back  tax 
assessments  are,  of  course,  very  substantial  amounts  for  firms 
with  less  than  $3  million  in  assets,"  and  adds  that  the 
assessments  "have  been  responsible  for  putting  a  number  of  those 
businesses  out  of  business  and,  as  a  result,  eliminating  the 
stream  of  tax  revenues  they  produced[.]"   [1992  House  Report, 
p.  10]   Most  importantly,  however,  the  1992  House  Report  notes 
that  these  back  tax  assessments  result  in  the  collection  of  twice 
the  amount  of  taxes  actually  due.   The  1992  House  Report  states 
that  "[e]ven  today,  IRS  admits  that  double  tax  collections  result 
from  the  use  of  the  mandatory  formulas,"  [1992  House  Report, 
p.  11]  and  observes  that  "[r]ecent  findings  by  the  Department  of 
the  Treasury  call  into  question  whether  the  back  tax  formula  used 
to  assess  liabilities  on  misclassif ied  workers  when  an 
information  return  is  filed  can  be  justified."    [1992  House 
Report,  p.  10] 

We  believe  that  this  double  taxation  has  provided  an 
inappropriate  and  unjustifiable  incentive  for  the  IRS  to 
reclassify  workers,  and  that  the  current  back  tax  assessment 
system  has  been  a  significant  factor  in  the  aggressive 
prosecution  of  employment  tax  audits  by  the  IRS.   Thus,  we 
support  the  provisions  of  H.R.  5011  that  limit  the  penalties 
assessed  for  worker  reclassification.   However,  we  object  to  the 
amount  of  the  penalty  set  by  the  statute:   if  H.R.  5011  is 
enacted,  the  penalty  for  misclassif ication  would  be  at  least  $500 
per  worker  per  year.   While  this  figure  may  appear  small  to  some 
in  Washington,  it  would  be  financially  crippling  for  some  of  our 
membership.   In  addition,  H.R.  5011  retains  provisions  that 
permit  double  taxation  if  an  employer  of  reclassified  workers  has 
disregarded  applicable  reporting  requirements.   Because  no 
justification  exists  for  the  imposition  of  these  taxes,  H.R.  5011 
should  be  amended  to  limit  back  tax  assessments  in  these 
circumstances  to  the  actual  amount  of  taxes  owed. 

3.    Modifications  to  Section  530  of  the  Revenue  Act  of  1978 

We  strongly  support  the  codification  of  Section  530 
that  is  included  in  H.R.  5011.   Because  we  believe  that  the 
protection  provided  by  Section  530  has  proved  inadequate  in  the 
past,  however,  we  advocate  that  H.R.  5011  make  certain 
modifications  to  it. 

The  protection  of  Section  530  is  unavailable  with 
respect  to  the  treatment  of  any  worker  whose  employer  has  treated 
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any  individual  holding  "a  substantially  similar  position"  as  an 
employee.   The  time  period  covered  by  this  "consistency"  rule 
begins  on  January  1,  1978  and  extends  indefinitely  into  the 
future.   As  aggressively  interpreted  by  the  IRS,  the  consistency 
rule  has  three  defects.   First,  it  covers  an  unreasonably  long 
period  of  time  —  literally  the  entire  period  of  the  existence  of 
many  of  the  members  of  our  industry  —  and  does  not  take  into 
account  the  fact  that,  over  time,  business  practices  change. 
Second,  at  the  hands  of  the  IRS,  the  notion  of  a  "substantially 
similar  position"  is  a  heads-I-win-tails-you-lose  proposition. 
If  employees  have  ever  performed  any  of  the  tasks  now  performed 
by  independent  contractors  (even  if  the  positions  held  by  the 
employees  are  in  other  respects  very  different) ,  the  employer  is 
at  risk  of  challenge  from  the  IRS,  even  if  such  tasks  were 
performed  by  a  single  employee.    Finally,  Section  530  protection 
may  be  unavailable  even  if  the  treatment  of  individuals  as 
employees  was  not  required  by  the  law  but  was  coerced  through  the 
threatening  activities  of  the  IRS. 

To  address  these  defects,  we  suggest  that  H.R.  5011 
amend  the  Section  530  consistency  rule  to  cover  a  three-year 
"look  back"  period.   This  would  limit  the  impact  of  outdated 
business  practices  on  current  classification  standards.   In 
addition,  the  concept  of  a  "substantially  similar  position" 
should  be  refined,  so  that  the  performance  of  similar  tasks  by 
employees  and  independent  contractors  does  not  create  audit 
exposure  unless  the  tasks  involve  the  principal  duties  or 
responsibilities  of  their  positions.   Moreover,  Section  530 
protection  should  not  be  denied  to  independent  contractors  if  a 
de  minimis  number  of  workers  who  are  filling  substantially 
similar  positions  (under  the  refined  standard)  are  classified  as 
employees . 

Finally,  we  believe  that  H.R.  5011  should  amend  Section 
530  to  extend  relief  to  companies  who  have  reclassified  their 
workers  as  employees  under  duress.   In  recent  years,  the  IRS  has 
conducted  random  audits  of  companies  in  industries  whose  workers 
traditionally  have  been  considered  independent  contractors. 
Because  of  the  expense  of  protracted  litigation  and  the 
threatened  imposition  of  double  taxation,  these  companies  have 
capitulated  to  IRS  demands  that  workers  be  reclassified  as 
employees . 

' The  misclassif ication  of  these  workers  results  in 
inconsistent  treatment  of  identical  workers  throughout  an 
industry  and  places  the  affected  companies  at  a  severe 
competitive  disadvantage.   It  also  gives  the  IRS  a  foothold  fron 
which  to  challenge  other  members  of  the  industry:   as  industry 
practice  is  broken  down  by  the  IRS,  the  protection  afforded  by 
Section  530  to  the  remainder  of  the  industry  is  less  secure. 
This  insidious  attack  on  Section  530  was  surely  never 
contemplated  by  Congress  and  should  not  be  condoned  by  it.   In 
order  to  protect  the  original  goals  of  Section  530  against 
gradual  erosion  by  the  IRS,  H.R.  5011  must  extend  retroactive 


247 


protection  under  Section  530  to  companies  whose  worker 
classification  standards  could  not  have  been  challenged  by  the 
IRS  under  Section  530  as  strengthened  by  H.R.  5011.   Without  this 
provision,  the  IRS  can  be  expected  to  continue  its  decades-long 
assault  against  the  use  of  independent  contractors  by  small 
business. 


The  members  of  EPICC  seek  fundamental  changes  in  the 
worker  classification  process.   Our  businesses  require  a  definite 
standard  that  will  result  in  the  uniform  classification  of 
similarly  situated  workers  in  the  messenger,  courier  and  delivery 
services,  as  well  as  enforcement  policies  that  do  not  result  in 
constant  conflict  between  the  IRS  and  our  industry.   While 
H.R.  5011  addresses  some  of  the  issues  that  concern  our  industry, 
H.R.  5011  must  be  substantially  revised  in  order  effectively  to 
resolve  important  elements  of  the  worker  classification  dispute. 
Controversy  over  the  issue  of  worker  classification  will  continue 
to  fester  between  taxpayers  and  the  IRS  until  Congress  acts.   We 
urge  you  to  consider  the  proposals  that  we  have  set  forth  and 
offer  you  our  assistance  in  any  manner  that  may  be  helpful  to 
this  end. 

For  further  information,  please  contact  Joseph  B. 
Morris  at  (202)  452-1780. 
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SMALL  BUSINESS 

LEGISLATIVE  June 7     1993 

COUNCIL  '-'^^    ''    ^^^^ 


The  Honorable  John  Spratt,  Chainnan 
Subcommittee  on  Commerce,  Consumer, 
and  Monetary  Affairs 
Committee  on  Government  Operations 
United  States  House  of  Representatives 
Washington,  DC  20515 

Dear  Mr.  Chairman: 

On  behalf  of  the  Small  Business  Legislative  Council  (SBLC)  ,  I  wish  to 
conmunicate  our  views  on  the  very  inportant  subject  of  classification  of 
individuals  as  either  independent  contractors  or  employees .  We  have  been 
extraordinarily  active  in  this  debate,  and  just  last  year,  commented  in 
great  detail  on  your  predecessor's  version  of  a  "reform"  bill. 

We  take  great  heart  from  your  e>q3ression  of  interest  in  this  issue  and  as 
I  will  explain,  do  share  the  conviction  that  many  small  businesses  are 
unduly  and  unfairly  penalized  by  the  current  system. 

We  would  like  to  put  the  cart  before  the  horse,  however,  and  explain  to 
you  why  we  do  not  believe  H.R.  5011  in  the  last  Congress  would  have  resolved 
the  problem,  and  why  we  do  not  share  the  belief  stated  in  the  press  release 
announcing  this  hearing,  that  having  the  IRS  "place  more  enphasis  on 
perfecting  the  system  for  businesses  reporting  payments  to  independent 
contractors  to  the  Service"  will  make  the  system  any  better. 

First  we  might  note  the  IRS  Contnissioner's  Advisory  Group  (CAG)  ,  a  group 
of  practitioners  who  advise  the  IRS  Conmissioner  on  the  administration  of 
the  IRS,  made  a  recommendation  to  the  Commissioner  in  September,  1992  as 
follows: 

"The  Service  should  issue  a  clear  mission  statement  that  the  primary 
objective  is  to  ensure  taxpayers  are  filing  returns,  without  regard 
to  classification  as  employee  or  independent  contractor.  The  primary 
objective  should  not  be  to  classify  individuals  as  ertployees  solely 
for  tax  administration  efficiency  and  revenue  enhancement . " 

The  purpose  of  the  recommendation  was  to  test  whether  the  hypothesis 
underlying  last  year's  subcommittee  report  was  true,  that  the 
classification  itself  was  not  essential  to  tax  administration,  provided 
adequate  reporting  safeguards  were  imposed. 
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The  CAG  will  be  meeting  with  the  new  Coirtnissioner  on  June  23  .  On  the 
publicly  announced  agenda  is  a  review  of  the  IRS'  consideration  of  that 
recoimiendation.  I  would  think  that  would  be  of  great  interest  to  you  and  the 
subcommittee. 

SBLC  long  ago  had  come  to  the  conclusion  it  is  unlikely  the  IRS  could 
abandon  efforts  to  reclassify  individuals.  Therefore,  the  only  solution 
that  can  produce  long-term  results  is  to  develop  a  new  objective  and 
administrable  classification  standard. 

Second,  I  do  want  to  note  that  Congress  has  before  it  one  provision  in  the 
budget  reconciliation  bill,  which  was  one  of  the  recomnendations  included  in 
H.R.  5011  last  Congress.  We  believe  enactment  of  the  provision  will 
increase  significantly  the  burdens  on  small  business.  Specifically,  SBLC 
opposes  the  proposal  contained  in  H.R.  2264  to  extend  Form  1099  information 
reporting  to  cover  payments  for  services  by  corporations. 

This  seemingly  straight-forward  change  would  actually  entail  an  enormous 
amount  of  additional  paperwork,  which  in  turn  would  be  of  no  value  to  either 
the  IRS  or  service  providers.  Small  businesses  in  particular  would  suffer 
as  both  service  providers  and  service  recipients.  For  instance,  a  conpany 
that  provides  rush  printing  or  copying  service  might  be  required  by  a  large 
customer  to  provide  an  annual  total  of  how  many  jobs  it  filled  for  different 
departments  of  the  customer.  The  small  printer  would  have  to  install 
significant  additional  accounting  capability,  which  it  may  not  be  able  to 
afford,  whereas  a  larger  or  chain  printshop  may  face  little  or  no 
incremental  ejqsense.  Conversely,  a  small  business  is  less  equipped  to  keep 
track  of  the  number  of  times  each  of  its  traveling  sales  representatives 
rented  cars  from  Conpany  A  (let  alone  distinguishing  A  Corporation  from  each 
of  its  franchises  doing  business  under  A's  name)  ,  if  currently  the  business 
merely  reimburses  the  sales  force  on  the  basis  of  their  total  documented 
expenses . 

Let  me  turn  next  to  the  fundamental  issue  of  classification  and  our 
coiTtnentary  on  last  Congress '  version  of  "reform",  H.R.  5011. 

To  us,  independent  contracting  is  both  the  embodiment  of  the  American 
Dream  and  the  means  by  which  it  becomes  an  achievable  dream.  The  essence  of 
the  Ainerican  spirit  is  individual  opportunity.  For  most  "would  be" 
entrepreneurs,  the  only  asset  they  can  bring  to  their  new  business  is  their 
own  skills.  Few  small  businesses  start  out  with  the  venture  capital, 
informal  or  formal,  to  open  their  business  on  day  one,  coirplete  with 
errployees,  assets,  suppliers,  and  customers .  Independent  contractor  status 
is,  in  fact,  the  first  step  on  the  small  business  ladder.  The  risk  of 
becoming  an  independent  contractor  is  a  very  limited  but  direct  risk.  If  I 
fail,  I  do  not  eat .  I  do  not  have  the  comfort  of  punching  a  time  clock  and 
knowing  the  check  will  be  there  on  payday.  But  if  I  am  a  success,  I  do  not 
carry  the  burden  of  that  time  clock  on  my  back.  We  are  sure  few  individual 
independent  contractors  want  to  remain  one  person  operations,  but  that  is 
clearly  the  avenue  of  opportunity. 

What  does  small  business  want  from  Congress  and  the  Federal  government 
regarding  the  issue  of  whether  the  use  of  independent  contractors  is 
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appropriate?  First,  acknowledgment  that  the  ability  to  be,  and  the  ability 
to  use  an  independent  contractor  is  a  fundamental  economic  right.  Second, 
certainty.  Most  small  businesses  will  tell  you:  "I  will  take  my  chances  if  I 
at  least  know  what  the  rules  are. "  The  current  tests,  whether  the  common  law 
rules  or  the  statutory  safe  harbor,  known  as  Section  530,  are  siirply  too 
subjective.  We  have  met  very  few  successful  small  business  owners  who  were 
afraid  of  evaluating  risks  and  making  decisions.  Give  them  a  set  of  rules 
and  allow  them  to  make  the  economic  decision.  Third,  consistency.  If  you 
provide  a  certain  set  of  rules,  small  business  owners  are  not  going  to 
conplain  if  the  IRS  enforces  the  rules  evenly  against  all  firms.  If  I  play  by 
the  rules,  and  they  are  clear  and  understandable,  I  want  my  competitor  to  do 
so  as  well. 

Turning  next  to  H.R.  5011,  we  do  not  object  to  the  enactment  of  several  of 
the  recommendations  included  in  the  bill,  as  those  particular  provisions 
come  down  on  non-filers  who  choose  to  remain  totally  outside  the  tax  system. 
Our  members,  on  the  whole,  do  cornply .  The  difference  is,  our  business 
owners'  conpliance  is  based  on  the  belief  the  individuals  in  question  are 
independent  contractors,  not  enployees.  Several  of  the  other 
recommendations  might  be  modified  to  be  acceptable  to  small  business.  In 
the  end,  however,  we  are  not  convinced  this  approach  will  resolve  the 
debate. 

At  this  juncture  we  would  like  to  set  forth  some  of  our  observations  on 
their  proposal:  (Summary  of  the  bill's  provisions  in  italics.) 

I.  Increase  the  penalties  for  failing  to  file  information  returns 
(Forms  1099)  on  correctly  classified  independent  contractors 
to  the  same  level  as  for  incorrectly  classified  workers  for 
whom  no  information  return  is  filed.     (An  exception  to  this  lule 
should  be  provided  for  those  employers  who  fail  to  file  a  small 
percentage  of  information  returns  or  fail  to  report  a  small 
amount  of  the  reportable  payments  made  to  independent 
contractors  on  those  information  returns. ) 

SBLC  would  support  an  increase  in  the  penalties  for  not  filing 
information  returns.  We  support  the  legitimate  use  of 
independent  contractors,  and  we  believe  filing  infonration 
returns  is  a  fair  responsibility.  Our  principal  concern  is  the 
penalty  level . 

II.  Create  an  amnesty  program  to  forgive  businesses  for  penalties 
that  have  accrued  because  they  have  not  filed  information 
returns  for  their  independent  contractors.    This  amnesty 
program,  coupled  with  an  extensive  advertising  program,  would 
be  for  a  limited  period,  during  which  all  these  taxpayers  who 
have  not  filed  information  returns  for  independent  contractors 
begin  doing  so  before  the  new  penalty  applies. 

No  objection. 
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III .  Eliminate  all  back  tax  liabilities  for  worker 

misclassification  if  information  returns  have  been  filed. 
Create  a  new  reduced  penalty  for  failing  to  accurately  classify 
workers .     (The  new  penal  ty  would  be  2 .  0  percen  t  of  compensa  tion 
paid  to  the  independent  contractor,  up  to  a  maximum  of  $500. ) 

We  agree  with  elimination  of  back  tax  liability  if  inforrnation 
returns  have  been  filed.  But  the  recommendation  also  proposes 
a  new  penalty  based  on  the  assumption  that  businesses  and  the 
IRS  can  accurately  classify  individuals.  As  we  have  noted, 
that  is  the  heart  of  the  issue. 

rv.    Create  a  second  amnesty  program  for  businesses  that  have 
misclassified  their  workers.    Back  taxes,  interest,  and 
penalties  would  be  forgiven. 

We  believe  an  amnesty  based  on  misclassification  is  built  on  a 
faulty  assuitption.  While  this  amnesty  is  advantageous  to 
businesses  that  have  clearly  taken  advantage  of  ambiguities  in 
the  current  situation,  it  is  based  on  an  assumption  that 
businesses  are  willing  to  forego  the  use  of  independent 
contractors  in  the  future,  and  are  willing  to  admit  they  have 
misclassified  these  individuals.  Small  business'  decision  to 
utilize  independent  contractors  is  motivated  by  more  than  tax 
considerations.  This  proposal  sends  the  signal:  "We  will  not 
condone  the  future  use  of  independent  contractors." 

V.  Revise  Section  530  to  eliminate  prospective  protection  of  the 
prior  audit  rule  at  the  first  quarter  following  a  final 
determination  in  appeals,  provided  the  quarter  begins  no  sooner 
than  30  days  from  the  decision  date. 

SBLC  believes  some  revision  is  appropriate. 

VI.  Incorporate  Section  530  into  the  Internal  Revenue  Code. 

While  we  appreciate  the  sentiment,  as  we  have  seen  too  many 
field  agents  who  are  coirpletely  unaware  of  Section  530,  this 
reconmendation  will  probably  hurt  more  than  help.  Section  530 
is  rife  witli  ambiguities  .  Unless  we  clarify  some  essential 
terms,  this  does  not  resolve  the  issue.  The  cold  reality  is 
Section  530  has  worked  since  1982  only  because  it  was  not 
enforced.  It  does  not  represent  the  ideal  solution  because  it 
does  not  provide  an  objective  classification  standard. 
Specifically,  we  have  documented  in  testimony,  the 
extraordinary  problems  created  by  the  lack  of  definition  of 
"industry  practice"  under  Section  530.  The  industry  practice 
definition,  however,  is  not  the  only  problem  with  Section  530. 

As  an  example,  one  of  the  procedural  requirements  of 
Section  530  is  that  a  business  cannot  treat  any  individual  in  a 
similar  position  as  an  enployee.  In  a  moving  and  storage 
business,  if  the  business  employed  one  individual  to  pack 
moving  boxes  for  six  months,  10  years  ago  when  the  business 
first  began,  but  ever  since  has  used  independent  contractors. 
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and  now  uses  10  independent  contractors  to  pack  such  boxes,  why 
should  the  business  be  precluded  from  using  Section  530 
protection? 

We  believe  it  is  far  better  to  resolve  the  classification 
debate  once  and  for  all,  rather  than  codify  a  conpromise,  the 
success  of  vAiich  is  dependent  on  the  IRS'  cctrpliance  resources 
and  priorities . 

VII.  Require  businesses  to  report  all  their  deductions  for 
non-enplcyee  canpensation  on  a  separate  line  on  their  inccane 
tax  returns. 

Does  iirpose  additional  burdens,  but  no  firm  objection. 

VIII .  Require  the  IRS  to  provide  an  instantaneous  check  of  tax 
identification  numbers  of  independent  contractors  which 
service  recipients  would  have  to  use  in  order  to  avoid  back-up 
withholding. 

First,  withholding  is  strongly  opposed  by  most  independent 
contractor  industries.  Second,  given  the  IRS' s  woefully 
underfunded  resources,  we  cannot  justify  iirposing  a  potential 
penalty  on  business  when  the  action  required  presumes  the  IRS 
will  be  able  to  handle  the  responsibility  of  accurately  and 
pronptly  fulfilling  its  obligations  under  the  recomnendation. 
When  Congress  is  satisfied  the  IRS  can  respond  to  taxpayer 
inquiries  accurately  and  proirptly,  then  perhaps  new  IRS 
responsibilities  can  be  entertained. 

IX.  Lower  the  threshold  for  reporting  payments  to  independent 
contractors  from  $600  to  $100. 

It  is  difficult  for  us  to  imagine  that  lowering  the  reporting 
threshold  from  $600  to  $100  will  improve  the  situation.  It 
would  seem  that  someone  who  is  not  reporting  thousands  of 
dollars  of  income  is  the  problem,  but  vihat  correlation  is  there 
between  a  failure  to  report  $150  and  the  likelihood  someone  is 
underreporting  thousands  of  dollars?  This  recomnendation  will 
result  in  hundreds  of  thousands  of  meaningless  information 
returns  for  small  service  transactions. 

X.  Expand  the  current  information  returns  reporting  requirements 
and  its  corresponding  matching  program  to  include  non-eirployee 
ccsnpensation  payments  made  to  corporations  and  partnerships . 

This  recommendation,  by  itself,  will  produce  millions  of 
useless  information  returns.  Coupled  with  changes  in 
recomnendation  IX,  it  is  certain  this  will  increase 
exponentially  the  number  of  useless  information  returns 
produced.  It  is  a  well  accepted  proposition  that  the  service 
sector  is  the  most  rapidly  growing  segment  of  our  econony .  The 
number  of  service  providers  needed  to  keep  the  average  widget 
manufacturer  in  business  is  mind  boggling.  From  copier  and 
corrputer  service  coirpanies  to  professional  services  and 
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consultants,  to  companies  that  repair  the  equipment  on  the 
factory  floor,  a  business  depends  on  countless  service 
providers.  This  recommendation  will  overwhelm  the  system. 

XI.   Have  businesses  provide  a  standard  explanation  of  the  total 
ramifications  to  an  individual  to  be  classified  as  an 
independent  contractor,  including  taxes  to  be  paid  and  benefits 
that  will  not  be  provided. 

This  puts  businesses  in  the  business  of  becoming  big  brothers 
to  other  businesses .  Who  informs  the  first  entrepreneur  of  the 
ramifications  of  being  treated  as  a  business?  Where  do  you  draw 
the  line?  It  would  be  great  if  the  IRS  had  such  a  one-page  form 
and  distributed  it  to  the  thousands  of  entrepreneurs  who 
consider  starting  a  business  each  year.  There  is  really  no  way 
to  distinguish  between  different  start-up  situations. 

In  conclusion,  we  need  to  focus  on  what  the  real  issue  is  here.  Is  it 
tax  avoidance?  We  think  not .  Rather,  it  is  whether  there  is  a  fundamental 
economic  right  to  start,  own,  and  nenage  one's  own  business.  At  present,  our 
de  facto  national  policy  is  to  eliminate  the  option,  or  choice,  and 
structure  an  econony  and  society  in  which  the  employment  relationship  is 
preferred  for  efficiency  and  social  reasons.  We  urge  this  subcommittee  to 
set  us  back  on  the  path  of  individual  opportunity  and  the  American  Dream. 
TlTank  you  for  the  opportunity  to  present  our  views . 


Sincerely, 

John  S.  Satagaj 
President 

JSS/S2746 
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Chairman  John  Spratt  National  Association  ot'  the 

Commerce,  Consumer  iV:  Monetary  Affairs  Remodeiinu  huiiistrv 

re.  Independent  Contractors  June  S.  I'W 


On  behalf  of  the  h.OOO  members  of  the  National  Association  of  the  Remodelinu 
Industry  (NARI).  I  am  pleased  to  have  the  opportunity  to  submit  comments  to  the 
(\)mmerce.  Consumer  and  Monetary  Affairs  Subcommittee  of  the  Government 
Operations  Committee  regarding  the  issue  of  independent  contractor  reclassification  by 
the  Internal  Revenue  Service.    This  is  a  very  serious  problem  for  the  remodeling  industry 
and  we  commend  Chairman  Spratt  and  Ranking  Member  Cox  of  the  Subcommittee  tor 
calling  this  hearing  and  drawing  greater  attention  to  the  issue. 

NARI  is  a  not-for-profit  trade  association  representing  all  segments  of  the 
professional  remodeling  industry  including  contractors,  manufacturers,  distributors,  and 
lenders.    With  over  fifty  years  of  experience,  NARI  is  committed  to  enhancing  the 
professionalism  of  the  remodeling  industry  and  serving  as  an  ally  to  our  nation's 
homeowners. 

Independent  contractors  have  been  an  integral  pari  of  the  home  improvenieni 
business  since  its  inception.    Small  business  general  contractors,  many  of  whom  started 
out  as  independent  contractors,  commonly  contract  with  specialized  trades  craftsmen  to 
fulfill  certain  aspects  of  a  larger  home  improvement  project.    Independent  contractors 
allow  general  contractors  or  project  supervisors  to  be  more  flexible  and  efficient  in 
offering  varied  multi-service  projects. 

Since  each  remodeling  project  is  unique,  especially  for  the  full  scale  remodeling 
firm,  various  special  skills  are  needed  from  one  job  to  another.    Sometimes  a  particular 
craftsman's  skill  is  needed  several  times  throughout  the  year  but  not  enough  to  warrant 
full-time  employment.    Independent  contractors  are  especially  suited  to  serve  in  these 
instances.   They  allow  general  contractors  to  meet  fluctuating  service  demands  caused  bv 
short  term  projects  and  specific  client  needs  and  benefit  from  the  ability  to 
independently  pick  and  chose  which  projects  they  would  like  to  service.    The  relationship 
is  beneficial  to  all  three  parties  -  the  general  contractor  who  gains  flexibility,  the 
independent  contractor  who  maintains  freedom  to  select  work  projects,  and  the  client 
who  receives  a  cost  effective  product. 

The  confusion  over  the  IRS  treatment  of  independent  contractors  and  the 
tendency  of  its  auditors  to  reclassify  them  as  employees  for  ta.x  ()urp()ses  has  continued  to 
haunt  the  professional  remodeling  industry  ever  since  the  II^S  began  to  accelerate  its 
enforcement  activities  in  the  early  I'^WIs.    Noble  attempts  by  Congress  to  alleviate  the 
(iroblcm  in  the  \*■^(^  \x\  Reform  .Act  and  again  by  creating  the  'sale  harbor"  Section  ."^."M) 
of  the  1*'7S  Revenue  .\ci  ha\e  not  provided  an  adequate  resolution  to  the  problem. 
Although  these  attempts  have  provided  some  relief  to  remodeling  contractors,  these 
measures  were  intended  to  serve  as  a  temporary  moratorium  on  aggressive  IRS 
reclassitication.    The  "prior  audit  rule'  has  provided  occasional  relief  for  a  luck\  leu 
while  the  vagaries  surrounding  the  "long-standing  industry  practice  rule"  have  pro\eil 
much  more  ilifficult  to  ailminister  in  practice.     The  ijuestions  remain  -  What  is 
lonu-standine'.'    What  is  a  sii;nificant  segment  of  the  industry'.' 
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The  ambiguities  regarding  the  definition  of  an  independent  contractor  and  the  20 
common  law  questions  continue  to  plague  the  remodeling  and  many  other  industries.   It 
appears  that  the  IRS  has  again  amplified  their  activities  to  take  advantage  of  the  state  of 
confusion  and  lack  of  solid  guidelines  in  which  general  contractors  operate. 

The  IRS  Employment  Tax  Examination  Program  has  been  targeting  small  firms 
for  reclassification  because  the  IRS  believes  they  are  more  likely  candidates  for  tax 
non-compliance.   In  fact,  the  1989  Commissioner's  Annual  Report  indicates  that  the 
program  examined  16,604  returns,  reclassified  77,000  workers  and  generated  $94  million 
in  additional  assessments  for  fiscal  year  1989.  An  obvious  economic  incentive  exists  for 
the  IRS  to  reclassify.   We  believe,  however,  that  legitimate  independent  contractor 
relationships  are  being  unfairly  pursued  and  wrongfully  reclassified.   IRS  agents  often 
appear  to  have  a  vendetta  and  assume  that  general  contractors  have  intentionally 
misclassified  workers  as  independent  contractors. 

Nearly  every  day  the  NARI  office  receives  a  call  from  either  a  NARI  member  or 
non-member  regarding  this  classification  issue.  Sadly,  these  calls  are  generally  prompted 
by  an  audit  action  of  some  kind  either  initiated  by  the  IRS,  the  state  employment 
commission,   or  as  the  result  of  a  workers  compensation  claim  or  other  third  party 
action.   Each  call  requires  approximately  30  minutes  to  just  cover  the  basics.         We 
recently  commissioned  and  are  now  marketing  a  comprehensive  NARI  Independent 
Contractor  Guide.  The  necessary  legal  research  and  production  costs  were  high.   We 
incurred  the  expense,  however,  because  we  felt  it  was  extremely  important  to  provide  our 
members  with  more  specific  guidance  than  what  is  currently  available  from  the  IRS.   So 
far,  the  demand  has  been  impressive.  This  may  be  indicative  of  the  lack  of  clear 
information  currently  available  regarding  this  issue. 

Unfortunately,  the  guide  does  not  draw  any  solid  lines  within  which  general 
contractors  operate.   It  does  provide  in-depth  explanations  and  detailed  descriptions  of 
IRS  revenue  rulings.  This  information,  however,  does  not  allow  general  contractors  to 
freely  subcontract  with  independent  contractors  without  lingering  tax  concerns.  There  are 
no  hard  and  fast  rules  which  they  can  easily  implement  in  their  daily  business 
undertakings.  Clarification  and  simplification  are  necessary  to  prevent  unintentional 
misclassifications. 

Most  general  contractor  callers  state  that  they  have  submitted  the  appropriate 
Forms  1099  and  in  many  cases  are  positive  that  the  independent  contractor  reported  all 
income  received.   Still,  they  are  being  "threatened"  by  the  auditors  with  devastating  tax 
obligations  including  three  years  back  taxes  and  withholdings,  interest,  and  penalties  up 
to  50  percent  of  the  back  taxes  for  each  reclassified  individual. 

Our  members  are  outraged  by  reports  that  independent  contractors  are  entitled  to 
a  refund  of  taxes  paid  once  the  general  contractor  is  found  liable  for  back  taxes.  Audit 
assessments  of  this  kind  can  add  up  to  tens  of  thousands  of  dollars  depending  on  how 
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many  independent  contractors  have  been  used.   I  can  assure  that  many  of  our  members 
cannot  absorb  that  level  of  tax  liability.    Many  will  be  forced  to  close  their  viable 
remodeling  businesses  and/or  be  forced  into  bankruptcy. 

Enforcement  constitutes  another  problem.  There  is  no  distinction  made  between 
general  contractors  that  intentionally  misclassify  and  fail  to  file  Forms  1099  and  those 
general  contractors  that  unintentionally  misclassify  due  to  lack  of  clear  guidance.    Why 
should  those  who  genuinely  believe,  and  often  have  been  advised  by  professional  counsel, 
that  they  are  operating  within  the  letter  of  the  law  be  punished  as  severely  as  those  who 
flagrantly  skirted  the  law? 

We  believe  that  Congress  should  act  to  help  clarify  the  confusion  over  who  is  and 
who  is  not  an  independent  contractor.  Additionally,  we  believe  that  the  focus  and  the 
assumptions  under  which  the  IRS  appears  to  be  operating  should  be  altered.    IRS  agents 
should  have  clear,  non-discretionary  rules  in  which  they  can  perform  audits.  The  rules 
should  be  obvious  and  consistently  applied. 

Our  members  report  that  their  competitors  often  utilize  independent  contractors 
in  a  similar  manner  yet  they  do  not  suffer  the  same  scrutiny  or  consequences.   Some 
members  believe,  that  although  they  use  independent  contractors  in  a  legitimate  fashion, 
they  are  being  made  an  example  to  frighten  others  into  switching  their  independent 
contractors  to  employees  to  avoid  IRS  review  and  reclassification. 

Some  have  suggested  eliminating  retroactive  penalties  as  a  possible  solution. 
Although  this  may  alleviate  individual  tax  liabilities  somewhat,  we  do  not  believe  it  is  a 
complete  solution.  Prospective  reclassification  does  not  address  the  fact  that  legitimate 
independent  contractor  relationships  exist,  are  important  to  our  nation's  economy,  and 
should  not  suffer  any  tax  repercussions.   It  wrongly  assumes  that  these  relationships  are 
tax  loopholes. 

Tlie  focus  of  the  IRS  should  concentrate  on  careful  matching  of  Forms  1099  with 
the  income  reported  by  independent  contractors.    IRS  agents  should  not  assume  that  all 
independent  contractor  relationships  are  attempts  to  avoid  tax  liabilities.  General 
contractors  need  clear  guidance  in  establishing  independent  contractor  relationships. 
Compliance  should  be  enforced  consistently  yet  we  do  not  want  all  independent 
contractors  reclassified  as  employees  simply  to  benefit  the  IRS  in  revenue  collections  and 
ease  of  compliance. 

Independent  contractors  are  essential  and  commonplace  in  the  remodeling 
industry.    Aggressive  IRS  reclassification  only  serves  to  harm  struggling  and  successful 
remodeling  firms.   This  nation's  economy  should  not  be  destroyed  from  within.  Again,  we 
thank  the  Subcommittee  for  this  opportunity  and  we  are  prepared  to  assist  in  resolving 
this  sensitive  and  urgent  issue. 
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Chairman  Spratt.  Congressman  Cox,  and  members  of  the  Subcommittee  on  Select  Commerce, 
Consumer  and  Monetary  Affairs,  my  name  is  David  W.  Perry.   I  am  the  Manager  for  Physical 
Therapy  and  Rehabilitation  Services  for  Visiting  Nurses  Association  of  Southeast  Michigan  and  the 
President  of  the  American  Physical  Therapy  Association's  (APTA)  Section  on  Administration,    I  am 
providing  this  statement  on  behalf  of  the  APTA  and  the  American  Federation  of  Home  Health 
Agencies  (AFHHA).   The  APTA  represents  over  56,000  physical  therapists,  physical  therapist 
assistants  and  students  of  physical  therapy  and  the  AFHHA  represents  175  Medicare  participating 
home  health  agencies  which  employ  or  contract  with  health  care  professionals  such  as  physical 
therapists,  occupational  therapists  and  speech  pathologists. 

Reclassification  of  therapist  employees  in  health  care  by  the  Internal  Revenue  Service  (IRS)  has  been  a 
concern  to  us  since  1987.   In  that  year  the  IRS  ruled  in  a  Technical  Advice  Memorandum  that  health 
care  workers  contracting  with  a  home  health  agency  (HHA)  were  improperly  classified  as  independent 
contractors.'   Though  this  decision  applied  to  the  specific  agency,  the  decision  and  intensification  in 
IRS  scrutiny  of  workers'  status  is  having  a  chilling  effect  on  professions  already  stressed  to  meet  the 
expanding  health  care  needs  of  society.   My  company's  experience  demonstrates  ttiis. 

My  company,  the  Visiting  Nurse  Association  of  Southeast  Michigan  (VNASM)  is  the  largest  Certified 
Home  Health  Care  provider  in  Michigan,  and  one  of  the  largest  home  care  agencies  in  the  United 
States.    In  1991,  the  agency  provided  nearly  240,000  skilled  home  care  visits  by  nurses,  aides  and 
therapists  (physical,  occupational,  speech  pathologists  and  social  workers),  of  which  over  25,000  were 
physical  therapy  visits  to  clients  in  their  homes.   Physical  therapy  provided  to  patients  in  their  home 
assists  them  in  their  recovery  from  a  variety  of  illnesses  and  injuries  which  have  limited  their  mobility 
and  functional  capability  to  lead  a  normal  life  independently  at  home.   Often  the  home  care  physical 
therapy  provides  a  bridge  between  hospital  and  outpatient  rehabilitation,  and  community  independence. 

For  the  last  nine  and  one-half  years  I  have  served  as  the  Manager  of  Physical  Therapy/Rehabilitation 
Services  for  VNASM.   Throughout  this  time  our  agency  has  been  unsuccessful  in  the  recruitment  of 
physical  therapists  desiring  to  work  as  staff  therapists  (i.e.  employees).   Currently  we  utilize  nearly 
fifty  therapists  working  as  independent  contractors  in  providing  needed  physical  therapy  services  to 
our  patients.   This  employment  arrangement  is  to  the  therapists  liking  and  preference,  and  is 
historically  how  physical  therapists  prefer  to  be  compensated  for  providing  home  care  visits.    VNASM 
recruits  continuously  for  physical  therapists  to  meet  the  growing  demand  for  therapy  services.   The 
nature  of  the  work  appeals  to  the  independent  minded  therapists  who  choose  to  offer  their  professional 
services  in  a  contractual  manner.   In  this  way  the  therapists  maintain  control  over  their  work  volume 
and  geographic  area  of  service,  not  the  employer.   While  this  arrangement  is  more  difficult  to  manage 
by  the  employer,  it  does  not  compromise  the  professional  care  to  the  patient. 

Aware  of  the  close  scrutinization  by  the  IRS  of  the  misclassificalion  of  employees  as  independent 
contractors,  VNASM  filed  a  request  in  July  1986  with  the  IRS  requesting  verification  of  independent 
contractor  status  for  physical  therapy.   It  was  at  the  time,  and  continues  to  be,  the  agency's  contention 
that  the  physical  therapists,  as  utilized  by  VNASM,  were  appropriately  classified  as  independent 
contractors.    VNASM  initiated  this  request  for  independent  contractor  determination  in  the  belief  that 
it  was  acting  according  to  regulation  with  nothing  to  conceal.    No  response  from  the  IRS  was  received 
until  three  years  later,  with  the  first  contact  by  an  IRS  agent  in  August  1989.   Three  meetings  occurred 
between  this  IRS  agent  and  VNASM  representatives  during  the  Fall  of  1989,  with  no  final 
determination  made  prior  to  the  agent's  retirement.   In  April  1990  a  new  IRS  agent  met  with  VNASM, 
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verbally  assuring  the  agency  that  proper  classification  of  the  physical  therapists  had  occurred. 
Unfortunately  his  retirement  preceded  formal  completion  of  the  audit.   June  1990  saw  a  third  IRS 
agent  assigned,  who  also  verbally  indicated  he  thought  physical  therapists  were  properly  classified  as 
independent  contractors.   Four  years  following  initiation  of  an  independent  contractor  determination, 
VNASM  prematurely  felt  relief 

The  formal  letter  ruling  was  obtained  in  August  1990.   Independent  contractor  status  was  denied  for 
all  therapists  (physical,  occupational,  speech  pathologists,  and  social  workers)  for  the  years  1987-1989. 
Additionally,  VNASM  was  assessed  over  $460,000  in  back  taxes,  interest  and  penalties.    When  the 
agent  was  questioned  as  to  why  the  written  determination  varied  so  greatly  from  his  verbal  comments, 
he  responded  that  he  had  been  instructed  to  deny  independent  contractor  status  and  to  "let  it  be  dealt 
with  on  appeal."   VNASM  filed  an  appeal  of  the  ruling  in  September  1990. 

Between  January  and  December  1991,  five  meetings  occurred  between  the  IRS  appeals  officer  and 
VNASM  attorneys,  with  additional  documentation  being  provided  by  VNASM  to  support  its  position 
that  industry  practice  and  market  conditions,  past  and  current,  provided  a  reasonable  basis  under 
Section  530  of  the  Revenue  Act  of  1978  for  continuation  of  classification  of  the  physical  therapists  as 
independent  contractors.    In  December  1991,  VNASM  accepted  the  position  by  the  IRS  which 
maintained  the  indef)endent  contractor  status  for  the  physical  therapists,  however  agreeing  lo  reclassify 
the  few  occupauonal  therapists,  speech  pathologists  and  social  workers  used  as  independent  contractors 
to  confingent  employee  status.   Five  and  one-half  years  and  countless  hours  of  VNASM  and  IRS  time 
and  expense  were  expended  to  result  essentially  in  a  status  quo  situation  with  physical  therapy  and  the 
additional  recoupment  of  $28,000  in  tax  assessment  for  the  converted  "employees." 

The  following  are  two  additional  cases  where  overzealous  IRS  actions  have  needlessly  drained  the 
resources  of  health  care  providers  attempting  to  meet  the  needs  of  their  patients. 

Alpine  Physical  Therapy  is  an  outpatient  orthopaedic  physical  therapy  practice.    In  1989,  it  had  four 
ancillary  employees  and  three  physical  therapists  on  contract.   Gross  income  was  approximately 
$750,000.    In  that  year  an  IRS  auditor  concluded  that  all  three  therapists  should  be  considered 
employees  and  he  demanded  that  their  status  be  converted  immediately.    Alpine  was  given  a  bill  for 
$30,000  in  fines  and  back  taxes.   This  also  required  thai  the  therapists  he  enrolled  in  the  pension  and 
profit  fund  two  years  retroactively  which  would  have  cost  Alpine  an  additional  50,(XX)-75,{KX)  dollars. 
Compliance  could  have  put  the  company  out  of  business. 

Alpine  appealed  the  audit  and  after  a  year  of  endless  meetings,  costs  in  accountant  fees,  and  the 
anguish  inflicted  from  a  drawn  out  appeals  process,  a  settlement  was  reached  where  one  physical 
therapist  was  found  to  be  in  fact,  an  independent  contractor.   The  other  two  physical  therapists  had 
been  converted  to  employees.   The  imtial  fines  were  forgiven  after  convincing  the  IRS  that  these  two 
therapists  came  under  a  safe  harbor  where  uaditional  physical  therapy  contract  work  was  routine  and 
acceptable  practice. 

A  second  company  employed  eight  physical  therapists  on  a  contractual  basis.    A  1990  IRS  audit 
reclassified  these  therapists  as  employees  and  assessed  that  company  for  $22,(XX)  in  fines  and  back 
taxes.    The  appeals  process  took  a  full  year  and  would  have  probably  dragged  on  Uinger  had  it  not 
been  for  intervention  by  the  owners'  Member  of  Congress,  and  the  experience  of  a  tax  attorney  who 
cost  the  company  $150  an  hour.    Even  so  the  resolution  was  bittersweet.    A  settlement  of  $5.(KX)  was 
negotiated  and  the  company's  attorney  advised  that  the  case  could  be  pursued  in  the  courts  with  a 
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good  chance  of  a  favorable  outcome.   However,  additional  legal  fees  (which  were  already  $7,500) 
would  have  probably  exceeded  the  $5,000  settlement.  The  owners  reluctantly  senled. 


Use  of  Therapists  in  Home  Health 

While  the  above  cases  may  appear  unusual  due  to  their  protracted  time  frame  until  resolution,  they  are 
not  unique  in  the  manner  in  which  the  IRS  has  pursued  the  elimination  of  the  independent  contractor 
classification  of  health  care  professionals.   A  physical  therapist,  as  an  autonomous  professional,  has  the 
ability  to  offer  services  and  expertise  to  various  facilities  and  health  care  providers  in  the  employment 
arrangement  which  best  suits  their  professional  needs.   Most  frequendy  in  home  care,  the  physical 
therapist  has  chosen  the  contractual  arrangement  to  maintain  a  level  of  independence  beyond  that  of  a 
staff  employee.   This  arrangement  allows  the  therapist  to  control  his  or  her  own  work  schedule  as  it 
relates  to  lime  availability,  geographic  coverage,  patient  type,  and  treatment  methods  used  as  long  as 
professional  standards  of  care  are  met.   The  home  care  agency  has  adapted  to  the  use  of  mdependent 
contractors  as  the  only  means  by  which  the  needed  physical  therapy  services  may  be  provided  to  its 
clients. 

Survey  data  indicate  that  it  is  common  practice  for  physical  therapists  to  provide  physical  therapy 
services  on  a  contractual  basis,  particularly  in  home  health  where  the  IRS  seems  to  be  focusing  its 
enforcement  actions.    APT  A' surveys  of  its  members  in  1987  and  1990  found  approximately  1/3  of  its 
members  provided  physical  therapy  services  on  a  contractual  basis.'  Other  data  shows  that  HHA's 
have  historically   relied  on  independent  contractor  therapists  to  provide  most  of  the  physical  and 
occupational  therapy  and  speech  pathology  services  to  their  patients. 

A  joint  survey  of  66  home  health  companies  in  31  states  employing/contracting  1,559  physical 
therapists,  occupational  therapists,  and  speech  pathologists  conducted  by  APTA  and  the  AFHHA  in 
July  1991  documented  the  overwhelming  use  of  independent  contractor  therapists  by  HHA's  ' 
Slightly  more  than  a  quarter  of  the  HHA's  have  all  physical  therapists  as  employees.   The  remaining 
3/4  contract  physical  therapists  providing  therapy  services. 

Specifically,  72%  of  the  1,559  therapists  working  for  these  HHA's  are  independent  contractors.   This 
breaks  down  to: 

697r  of  physical  therapists; 

769^  of  occupational  therapists;  and 

789'f  of  speech  pathologists 

The  home  health  industry  has  relied  on  independent  contractors  for  therapy  .services  since  the 
beginmng  of  the  Medicare  program.   The  majority  of  the  responding  HHA's  (61 7f)  began  placing 
physical  therapists  in  the  home  between  1975-84.   Ninety-three  percent  of  the  HHA's  had  physical 
therapists  working  in  the  home  before  1987.   Most  of  these  HHA's  reported  consistent  use  of 
independent  contractors  since  first  placing  therapists  in  the  home.    Additionally,  a  U.S.  In.stiiute  of 
Medicine  Report,  found  567f  of  physical  therapists  working  for  Medicare  cenified  home  health 


^Actual  numbers  are  35.69f  and  32*^  respectively. 
'Summary  of  survey  is  attached. 
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agencies  in  1983  were  independent  contractors/ 

The  case  of  VNASM  and  the  other  facilities  are  not  unique.  Other  health  care  providers,  including  but 
not  limited  to  home  health,  have  successfully  preserved  the  existence  of  the  independent  contractor  as 
a  valid  entity.   Unfortunately,  many  other  agencies  have  chosen  to  convert  their  independent 
contracting  therapists  to  contingent  employee  status  as  an  avoidance  technique  to  avert  the  IRS  audit 
and  potential  bankrupting  assessment.   If  asked,  the  agencies  that  have  adopted  this  posture  have  done 
so  reluctantly,  not  beheving  they  had  incorrectly  misclassified  the  worker  as  an  independent  contractor. 
Their  reclassification  has  been  a  business  decision  of  choosing  the  course  of  least  resistance    The  fear 
factor  of  undergoing  an  IRS  audit  prevails.  The  therapists  who  have  been  reclassified  as  employees 
from  independent  contractor  status  have  not  seen  their  delivery  of  service  change,  merely  that  now  the 
employer  withholds  taxes. 

The  physical  therapists  utilized  as  independent  contractors  for  VNASM  have  always  been  classified  as 
such,  and  have  expressed  their  desire  to  maintain  that  status.  They  are  aware  of  their  responsibilities 
to  file  the  appropriate  taxes,  and  receive  their  1099's  annually.   Failure  of  the  individual  to  comply 
with  legal  requirements  is  their  responsibility,  and  should  not  be  thrust  upon  the  health  care  agency  to 
serve  as  their  tax  collector.   VNASM  has  cor<sistently  utilized  the  independent  contracting  physical 
therapists  in  the  appropriate  maimer  in  accordance  with  the  accepted  twenty  common  law  factors  (IRS 
Revenue  Ruling  87-41). 

The  fact  exists  that  the  eventual  ruling  in  the  VNASM  case  and  others  validate  the  continuation  of  the 
independent  contraaor  as  an  a{q>ropilate  employment  arrangement  for  professional  health  care 
workers.  The  burden  and  difficulty  is  the  time  and  expense  that  an  agency  must  expend  to 
successfully  defend  its  position  with  the  IRS. 

Why  HHA's  Use  Therapists  as  Independent  Contractors 

HHA's  do  not  utilize  physical  therapists  and  other  health  care  professionals  as  independent  contractors 
as  a  means  of  avoiding  legal  and  regulatory  requirements.  These  health  care  professionals  are  utilized 
in  this  fashion  because  that  is  the  availability  and  the  industry  practice.    In  order  to  provide  the  needed 
services  to  its  patients,  VNASM  and  health  care  providers  must  offer  contractual  relationships  as  the 
employment  practice  of  choice  for  the  individual.   In  reality,  the  management  of  the  health  care 
program  would  be  simplified  if  physical  therapists  were  available  in  the  more  traditional  staff  role. 
Unfortunately,  the  reality  is  that  if  Independent  contracting  ceases  to  exist,  so  will  the  availability  of 
these  needed  services. 

HHA's  tend  to  contract  with  physical  therapists  because  a  nationwide  shortage  of  physical  therapists 
makes  finding  employees  difficult,  and  because  physical  therapists  generally  prefer  to  work  as 
independent  contractors.  Thus,  many  contract  therapists  are  full  time  employees  in  hospitals,  private 
offices  and  other  settings,  and  may  perform  contract  services  for  HHA's  on  evenings  or  on  weekends. 
Contract  therapists  are  free  to  accept  or  reject  assignment  and  to  work  for,  or  contract  with  other 
organizations.  They  usually  set  their  own  schedules  and  work  out  of  their  own  offices. 

A  severe  shortage  of  physical  therapists  has  been  well  documented.   Physical  therapists  are  one  of 


*U.S.  Institute  of  Medicine,  Allied  Health  Services  Avoiding  Crises.  1989.  p.  130. 
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only  two  health  care  occupations  on  the  Department  of  Labor's  list  of  occupations  experiencing  a  labor 
shortage.'  Since  meeting  the  Labor  Department's  rigid  labor  market  test  numerous  regional  and 
national  studies  have  continued  to  document  the  shortage  of  physical  therapists. 

The  shortage  of  physical  therapists  along  with  the  increase  in  demand  for  therapy  services  due  to  the 
push  in  medicine  to  move  patients  out  of  institutions  and  into  the  home  as  quickly  as  possible  make  it 
easy  to  see  why  83%  of  the  HHA's  responding  to  our  survey  reported  difficulty  recruiting  physical 
therapists. 

Physical  therapists  who  work  in  home  health  tend  to  also  work  in  other  settings  (private  practice, 
hospital,  etc.)  and  therefore  prefer  contractual  relationships    This  is  reflected  in  that  l^'7i  of  the 
HHA's  reported  that  they  find  physical  therapists  prefer  to  work  as  independent  contractors.    In  order 
to  attract  physical  therapists  and  provide  a  full  range  of  services  for  homebound  patients,  HHA's  must 
use  contractors.    Disallowing  HHA's  the  ability  to  contract  with  therapists  will  serve  as  a  disincentive 
for  physical  therapists  to  go  into  home  health  and  exacerbate  the  shortage  of  physical  therapists  in 
home  health. 

Unique  Occupation 

Other  factors  make  therapists  unique  to  other  professions.   Therapists  are  required  by  Medicare  law  to 
coordinate  services  with  HHA's  and  document  services  performed,  as  well  as  the  progress  of  patients. 
The  IRS  has  used  compliance  with  Medicare  law  as  a  challenge  to  therapists'  independent  conu^actor 
status.   We  do  not  believe  this  coordination  of  activity  which  assures  quality  care  to  Medicare 
beneficiaries,  and  is  necessary  for  compliance  with  the  law,  should  put  therapists  outside  the  scope  of 
the  definition  of  independent  conti^actor, 

VNASM  demonsti^ates  a  second  factor  unique  to  the  health  care  profession.   Some  have  suggested  that 
one  prime  reason  that  employers  classify  workers  as  independent  conti^actors  (vs  employees)  is  to 
reduce  the  employers'  cost  of  withholding  taxes  and  paying  benefits.   It  is  important  to  consider  the 
cost-reimbursed  nature  of  the  Medicare  and  Medicaid  programs  in  home  care.   It  would  cost  VNASM 
approximately  $100,000  additional  per  year  to  withhold  FICA  taxes  if  the  physical  therapists  were 
indeed  employees  and  not  an  independent  contractor.   These  additional  agency  costs  would  be 
included  in  the  agency  cost  per  visit  and  would  increase  the  agency  reimbursement  owed  by  the 
government  insurance  programs.   While  the  IRS  would  collect  the  same  amount  of  FICA  taxes  as  they 
do  currently,  the  actual  cost  to  the  government  would  increase  due  to  the  cost-reimbursed  nature  of 
home  care. 

Recommendation 

We  recognize  that  employers  in  some  professions  have  used  the  independent  conuactor  status  to  skin 
the  responsibilities  that  are  due  to  legitimate  employees  and  we  commend  the  efforts  of  the  Congress 
and  the  IRS  to  protect  these  employees.    However,  providing  physical  therapy  and  other  therapy 
services  on  a  contractual  basis  is  routine  and  traditional  practice  in  health  care,  particularly  in  home 
health  where  the  IRS  has  focused  its  efforts.   Furthermore,  the  nationwide  shortage  of  physical 
therapists  and  their  preference  to  provide  services  on  a  conU'actual  basis  is  the  motivating  force  behind 


'Schedule  A,  20  C.F.R.  656.10. 
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HHA's  reliance  on  contractors  for  therapy  services.   Overzealous  activity  by  the  IRS  in  this  area  is 
unwarranted  and  will  only  serve  to  restrict  access  to  physical  therapy  and  other  therapy  for  patients  as 
It  becomes  more  difncult  to  recruit  qualified  therapists. 

We  strongly  urge  Congress  to  develop  a  clear  definiljon  of  "independent  contractor"  so  that  honest 
employers  and  their  workers  can  properly  stay  within  the  law.    Furthermore,  we  urge  Congress  to 
strengthen  the  safe  harbor  laws  to  exclude  reclassification  of  workers  in  situations  where  independent 
contractor  status  is  the  choice  of  workers  and  traditional  practice  for  that  profession 
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CONSTITDENCY   OF   THE  INFORMATION  TECHNOLOGY 
ASSOCIATION   OF   AMERICA 

The  Information  Technology  Association  of  America  (formerly  ADAPSO) 
is  the  nation's  oldest  and  largest  corporate  trade  association  for 
the  information  technology  industry.  Companies  in  the  Information 
Technology  industry  create  and  market  products  and/or  services 
associated  with  computers,  communications,  and/or  data,  where  the 
primary  values  are  human  resources,  software  and  information 
content.  The  Information  Technology  Association  of  America's  (ITAA) 
membership  includes  many,  if  not  most,  of  the  nation's  most 
respected  and  entrepreneurial  vendors  of  computer  software  and 
technical  services.  ITAA  members  employ  hundreds  of  thousands  of 
computer  programmers,  systems  analysts  or  other  similarly  skilled 
workers. 

Human  resources  are  without  doubt  a  most  important  resource.  The 
intellectual,  technical,  and  managerial  expertise  of  the  work  force 
is  the  single  greatest  asset  of  every  member  of  the  Information 
Technology  Association.  Thus,  ITAA  supports  legislation  designed  to 
protect,  enrich,  equitably  compensate,  and  tax  those  talented 
employees  who  will  drive  the  information  technology  industry  into 
the  next  century.  During  the  past  decade,  there  has  been 
considerable  debate  on  the  differences  between  an  employee  and  an 
independent  contractor  within  the  context  of  the  computer  software 
and  technical  services  industries.  ITAA  supports  the  status  quo 
standards  for  the  classification  of  technical  services  workers. 
Specifically,  ITAA  opposes  the  proposed  repeal  of  section  1706  of 
the  Tax  Reform  Act  of  1986'. 


THE   INFORMATION   TECHNOLOGY   ASSOCIATION   SaPPORTS  LEGI8IATI0N 

WHICH   ENCOURAGES   THE   PROSPECTIVE  RECLASSIFICATION   OF 

MISCLA8SIFIED   INDEPENDENT   CONTRACTORS 

As  a  matter  of  public  policy,  ITAA  supports  many  of  the  concepts 
contained  within  H.R.   5011 
Specifically,  ITAA  supports: 


introduced  in  the  101^'  Congress. 


1)  Increased  penalties  for  failure  to  file  less  than  96%  of  all 
information  returns  (form  1099).  Filing  of  information 
returns  is  relatively  inexpensive  and  is  not  an  additional 
burden  on  businesses  already  in  compliance; 

2)  Amnesty  for  employers  previously  not  filing  1099's  who 
prospectively  comply  with  the  law.  Amnesty  for  employers 
which  voluntarily  and  pro-actively  comply  with  the  law  ought 
to   be   granted   on   a   temporary   basis   accompanied   by 
considerable  publicity  and  notice; 

3)  Waiver  of  back  taxes,  penalties,  and  interest  to  businesses 
which  voluntarily  and  prospectively  reclassify  previously 
misclassif ied  independent  contractors  by  December  31,  1993; 

4)  Requirement  that  employers  provide  a  written  description  of 
the  types  of  taxes  to  be  paid  by  the  independent  contractor; 
and 

5)  Expansion  of  the  IRS'  ability  to  match  electronically 
payments  made  to  independent  contractors  who  are 
incorporated. 


itaM 
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ITKA  OPPOSES  THfc  REPEAL  07  SECTION  1706  OF 
THE  TAX  REFORM  ACT  OP  1986 

While  the  Information  Technology  Association  of  America  sincerely 
supports  many  of  the  provision  of  H.R.  5011,  especially  those 
designed  to  prospectively  reclassify  presently  misclassif ied 
independent  contractors,  ITAA  is  nevertheless  opposed  to  the  repeal 
of  Section  1706.  ITAA  opposes  legislation  that  would  allow  certain 
technical  service  workers  correctly  classified  as  employees  to 
revert  back  to  independent  contractor  status  even  though  the  worker 
is  unable  to  meet  the  common  law  test.  Specifically,  ITAA  opposes 
both  the  repeal  of  section  1706  of  the  Tax  Reform  Act  of  1986,  and 
the  retroactive  disregard  of  the  consistency  rule. 


RETROACTIVE   REPEAL   OF   SECTION   1706   WILL   CAUSE 
CONFUSION   WITHIN   THE   TECHNICAL   SERVICES   INDUSTRY 

Section  1706  simply  provides  that  provisions  of  Section  530  of  the 
Revenue  Act  of  1978  do  not  apply  to  technical  services  workers 
whose  services  are  provided  to  client  firms  by  third  party 
intermediaries  or  brokers.  Section  530  entitled  taxpayers  to  treat 
workers  as  independent  contractors  if  that  was  a  long-standing, 
recognized  practice  of  a  significant  segment  of  their  industry  and 
if  they  treated  all  similar  workers  consistently.  For  decades  the 
vast  majority  of  technical  services  firms  classified  their  workers 
as  employees. 

Since  the  enactment  of  Section  1706,  the  Internal  Revenue  Service 
has  issued  a  Revenue  Ruling  and  scores  of  private  letter  rulings 
applying  the  application  of  the  common  law  to  the  technical 
services  industry.  The  law  is  relatively  clear  and  industry  is 
more  than  able  to  distinguish  an  independent  contractor  from  an 
employee. 


REPEAL  OF  SECTION  1706   WILL  INCREASE  THE  NUMBER 
OF  MISCLASSIFIED  WORKERS 

Prior  to  the  adoption  of  section  1706,  these  firms  were  urged  by 
some  workers  to  treat  them  as  independent  contractors  despite  the 
fact  that  under  the  common  law  standard  they  were  employees.  Other 
employees  went  directly  to  their  employers'  clients  and  asked  to  be 
treated  as  independent  contractors.  As  a  practical  matter,  firms 
could  not  meet  the  consistency  requirement  of  section  530  for 
technical  services  workers. 

Section  1706  does  not  cause  any  person  who  is  truly  an  independent 
contractor  to  be  classified  as  an  employee.  It  does,  however, 
require  that  the  determination  be  made  in  light  of  the  common  law 
rather  than  under  the  cover  of  questionable  claims  that  a  safe 
harbor  prevents  the  IRS  from  looking  into  the  matter.  It  would  be 
a  dangerous  precedent  to  repeal  Section  1706  knowing  that  the 
repeal  will  encourage  persons  who  concede  that  they  cannot  meet  the 
common  law  test  for  self-employed  status  to  claim  that  they  are  not 
employees.  According  to  the  most  recent  data  available  to  the 
Internal  Revenue  Service,  voluntary  reporting  of  total  taxable 
income  by  independent  contractors  in  the  technical  services 
industry  is  only  85.1%  compared  to  99.0%  for  technical  services 
employees.^  Through  self-education  the  technical  services  industry 


^"Taxation  of  Technical  Service  Personnel:  Section  1706  of 
the  Tax  Reform  Act  of  1986"  Department  of  the  Treasury,  March 
1991  Table  5-2  (citing  Taxpayer  Compliance  Measurement  Program 
for  Tax  Year  1985.) 
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has  mastered  the  nuances  of  the  classification  of  workers  and  now 
leads  in  compliance.  Why  would  Congress  want  to  reverse  these 
gains? 


SECTION   170  6   ELIMINATES  THE  UNCERTAINTY  ASSOCIATED 
WITH  THE  COMMON  LAW  TEST 

ITAA  supports  retention  of  Section  1706  because  the  statute 
requires  the  classification  of  workers  based  upon  a  rational  common 
law  test  rather  than  section  530.  According  to  the  Department  of 
the  Treasury,  "[S]ection  1706  itself  presents  few  administrative 
problems,  especially  in  comparison  with  section  530"  and  "section 
1706  actually  improves  the  administrability  of  the  present-law 
rules  for  classifying  individuals  as  employees  or  independent.  .  . 
"'  The  same  report  also  concluded  that  "section  1706  may  have 
actually  improved  tax  administration  by  permitting  the  IRS  to  issue 
guidance  with  respect  to  certain  workers  and  by  denying  section  530 
safe  harbors  to  certain  employers."'  Furthermore,  according  to  the 
Treasury  Department,  "[S]ection  1706  does  not  affect  the  cost  of 
technical  services  workers  relative  to  other  workers,  and  does  not 
affect  the  demand  for  firms'  products;  it  is  unlikely,  therefore, 
that  1706  affects  the  overall  ability  of  technical  services  workers 
to  get  work. "' 

THE   INFORMATION   TECHNOLOGY   AND   TECHNICAL   SERVICES 
INDUSTRIES  SEEK   PRESERVATION   OF   THE  STATUS   QUO 

The  seven  years  since  the  passage  of  Section  1706  have  been 
profitable  for  the  information  technology  and  technical  services 
industries  due  in  part  to  the  relative  stability  of  the  work  force. 
Nothing  could  be  worse  than  the  retroactive  repeal  of  the  laws 
which  have  applied  to  an  entire  multi-billion  dollar  industry  for 
such  a  long  period  of  time.  If  there  is  one  idiom  of  tax  policy  it 
is  that  taxpayers  have  a  right  to  expect  consistent  tax  policy. 
Thousands  of  employers  and  taxpayers  have  structured  their 
companies  and  careers  assuming  that  section  1706  was  valid  law. 
Imagine  the  shock  on  an  industry  to  suddenly  find  out  that  section 
1706  was  repealed  and  that  the  consistency  requirement  would  be 
ignored.  Imagine  the  destructive  financial  impact  on  an  employer 
who  suddenly  confronts  workers  who  suddenly  declare  themselves 
independent  contractors  despite  years  of  being  loyal  employees. 
Thousands  of  employers  of  technical  services  workers  spent 
considerable  time  and  money  learning  to  comply  with  section  1706, 
ITAA  sincerely  hopes  that  it  was  not  for  naught. 

ITAA  respectfully  urges  members  of  the  Subcommittee  on  Commerce, 
Consumer,  and  Monetary  Affairs  to  reject  the  repeal  of  section 
1706.  The  current  system  may  not  be  perfect,  but  the  consequences 
of  the  upheaval  associated  with  the  repeal  of  section  1706  are  far 
worse.  ITAA  is  more  than  willing  to  work  with  legislative  staff  to 
solve  the  misclassif ied  worker  problem  and  looks  forward  to  that 
endeavor.  ITAA  appreciates  this  opportunity  to  provide  a  written 


'  "Taxation  of  Technical  Service  Personnel:  Section  1706  of 

the  Tax  Reform  Act  of  1986"  Department  of  the  Treasury,  March 
1991  p. 5. 

'"Taxation  of  Technical  Service  Personnel:  Section  1706  of 

the  Tax  Reform  Act  of  1986"  Departir. ^nt  of  the  Treasury,  March 
1991  p. 5. 

'"Taxation  of  Technical  Service  Personnel:  Section  1706  of 

the  Tax  Reform  Act  of  1986"  Department  of  the  Treasury,  March 
1991  p. 5. 
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statement  for  the  record.   For  additional  information,  please 
contact: 

Mitchell  Gorsen 

Vice  President 

ITAA,  Inc. 

Suite  1300 

1616  North  Forth  Myer  Drive 

Arlington,  VA  22209-9998 

(703)  284-5353 
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SlalciiK'nt 

of  the 

National  Technical  Services  Assucialiun 

Suhmitted  lo  the 

Commerce,  Consumer,  and  Monetary  Affairs  Subcommittee 

oflhe 

House  Committee  on  (Government  Operations 

Junes,  iy«>3 

Review  oflhe  Administration 
and  Enforcement  of  Employment  Taxes 

The  National  Technical  Services  Association  (N'lSA)  thanks  the  siibcomnuitcc 
for  hosting  this  heanng.   The  misclassification  of  employees  and  the  incumbent  lax 
consequences  involved  has  been  an  issue  of  |iariicLilar  concern  to  the  technical  sciaiccs 
industry  for  quite  some  time. 

We  favorably  reviewed  many  oi  the  administrative  and  enlorcement-rclaied 
provisions  outlined  last  year  in  HR  501 1  but  cautioned  that  such  reforms,  absent  further 
guidance  relative  to  the  "common  law"  test.  wc>uld  simply  prove  to  be  partial  solutions 
If  this  subcommittee  intends  to  introduce  legislation  similar  to  HR  501 1.  we  would 
welcome  the  opportunity  to  work  with  the  subcommittee  regarding  various  modifications 
which  we  believe  will  result  in  greater  tax  compliance  while  minimizing  the 
administrative  burdens  on  businesses. 

We  encourage  the  subcommittee  to  consider  the  wt)rker  classilkation  safe  harbor 
tests  set  forth  below  in  connection  with  its  overall  deliberations  on  the  aiimmisiration  ami 
enforcement  of  employment  taxes. 

Who  We  Are 

NTSA  is  a  trade  association  comprised  of  over  170  member  ci>m|ianies  in  the 
technical  services  industry  which  collectively  employ  more  than  300.000  technical 
employees. 

Technical  .services  companies  recruit  .iiui  empio\'  skilled  personnel  such  as 
engineers,  designers,  computer  personnel  and  other  technical  workers  to  satisfy  their 
customers'  temporary  needs  for  such  skilled  services  and  assign  those  personnel  to  work 
in  their  customers'  facilities,  often  under  their  customers'  technical  ilirection     A 
customer's  technical  services  needs  generally  arise  in  connection  with  new  produci 
development,  special  projects  or  peak  work  loads.   By  using  tempor;iry  technical 
personnel,  a  customer  can  quickly  as.semble  qualified  teams  of  personnel  with  just  the 
right  technical  skills  to  supplement  its  own  technical  staff  and  satisfy  these  particular.  Inn 
temporary,  needs. 

The  Development  oflhe  I.ssue 

Beginning  in  the  197()'s,  increasing  numbers  of  technical  personnel  cl.umeil  thai 
they  should  be  classified  as  independent  contractors     The  ad\ antages  to  the  worker  in 
being  classified  as  an  independent  conir.ictor  are  substanti.il:    no  income  or  social  security 

.L"":)  soi.th  p.tt'ic.K  btreet   suit<^  lO-l    •   .tip-aruina   '.i'  2J  3M  .36C1    •    Tl' •  '■.■'.■?-i  •'.  ■„ ,     •    '.:■      '        •  ■   • 
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tax  withholdings  and  the  opponunity  to  deduct  all  business  related  expenses.  The 
advantages  to  the  company  are  also  substantial:  no  social  security  and  unemployment 
taxes,  no  workers'  compensation  premiums  and  no  associated  costs  of  administration. 
But  a  company's  risk  in  the  event  of  misclassification  could  also  be  substantial:  liability 
for  unpaid  income  and  social  security  taxes  and  penalties  for  failure  to  withhold  and  file 
retums. 

Some  companies  took  the  risk  and  classified  some  or  all  of  their  workers  as 
independent  contractors.  Some  didn't.  Others  did  it  sometimes.  On  audit,  the  IRS  began 
to  aggressively  recharacterize  workers  as  employees.  Uncertainty  was  the  watchword  of 
the  day. 

In  1978,  Congress  stepped  in  to  restore  some  order.  It  enacted  Section  530-a 
"temporary"  measure  designed  to  maintain  the  status  quo  and  to  give  Congress  time  to 
develop  an  understandable  new  test.  Unfortunately,  the  new  test  never  came  and  the 
temporary  measure  ultimately  became  indefinite. 

But  more  unfortunately,  the  effect  of  extending  Section  530  indefinitely  was  far 
more  than  just  putting  the  issue  solidly  on  the  shelf.  It  actually  fostered  and  encouraged 
misclassification  through  a  combination  of  two  effects.  First,  Section  530  itself  was 
misperceived  as  giving  the  "OK"  to  independent  contractor  clas.sification  almost  "as  a 
matter  of  choice".  And  second,  IRS  enforcement  in  the  worker  classification  area  went 
into  hibernation  (presumably  because  of  the  limitation  on  its  rule-making  authority  which 
Section  530  imposed).  This  absence  of  enforcement  reinforced  the  misperception  that 
Section  530  gave  carte  blanche  to  companies  and  workers  to  simply  choose  independent 
contractor  status  if  they  so  desired.  One  elFfect  fed  on  the  other. 

As  a  result,  the  practice  of  misclassifying  workers  as  independent  contractors 
flourished.  But  some  technical  services  companies  weren't  so  sure.  They  dug  deeper  and 
concluded  that  there  really  were  still  rules  in  place  -  tests  which  had  to  be  satisfied  in 
order  for  workers  to  be  classified  as  independent  contractors.  And  these  companies 
concluded  that  for  the  most  part  the  typical  technical  services  worker  could  not  pass  these 
tests.  Being  unwilling  to  take  the  risks  associated  with  misclassification,  these  companies 
continued  to  treat  their  workers  as  employees.  Unfortunately,  their  higher  cost  structure 
made  them  non-competitive  versus  companies  who  treated  workers  as  independent 
contractors.  The  playing  field  developed  a  great  tilt. 

Congress's  enactment  in  1986  of  Section  1706  helped  to  level  the  playing  field  in 
the  technical  services  industry  and  also  put  the  worker  classification  issue  back  in  the 
spotlight.  IRS  enforcement  came  to  life.  GAO  and  Congress  studied  the  issue.  The 
debate  has  continued,  legislation  has  been  introduced  and  now  this  committee  again 
addresses  the  issue. 

Discussion 

This  issue  certainly  deserves  this  renewed  attention.  Companies  and  workers 
should  be  able  to  know  with  a  high  degree  of  certainty  whether  a  worker  is  properly 
classified  as  an  employee  or  independent  contractor.  Companies  should  not  have  to  face 
the  risk  of  penalties  for  misclassification  because  the  rules  aren't  clear.  But  neither 
should  a  company  face  certain  defeat  on  the  playing  field  of  business  competition  solely 
because  it,  in  good  faith,  attempts  to  comply  with  the  tax  laws. 

Rules  need  to  be  adopted  which  are  fair,  clear  and  which  apply  to  everyone  - 
across  the  board. 
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But  a  codification  of  Section  530  is  not  the  answer.    That  law  was  designed 
specifically  to  maintain  a  status  quo  -  it  was  a  "linie-out"  call  intended  to  keep  things  as 
they  were  only  until  new  rules  were  crafted.   Its  safe  harbors  and  consistency 
requirements  were  never  intended  as  policy  jwdginenis  which  would  endure  far  into  the 
future.  Clearly,  Congress  could  not  have  intended  to  reward  the  "consistent"  conduct  of 
a  company  that  aggressively  classified  its  workers  as  independent  contractors  over  the 
inconsistent  conduct  of  a  company  which  in  good  faith  searched  for  the  correct  approach 
amidst  shifting  rules.  And  having  a  rule  that  treats  companies  in  the  same  industry 
differently  based  on  how  long  a  company  has  been  in  existence  or  based  on  a  company's 
past  practice  is  patently  unfair.  Yet  that  is  the  effect  of  Section  530.   Newer  companies 
are  rewarded  over  older  ones  that  classified  workers  as  employees  before  the 
"consistency  starting  date". 

What  is  needed  is  a  new  rule  -  a  fresh  start  -  a  test  which  everyone  can  u.se  going 
forward. 

A  Proposal 

The  long  running  debate  on  the  worker  clas.sification  issue  illustrates  the  difficulty 
in  developing  a  clear,  concise  test  which  would  apply  in  all  cases.  The  "common  law" 
test  has  been  called  too  cumbersome,  yet  proposed  shorter  tests  have  been  attacked  as  not 
being  broad  enough  to  encompass  all  bona  fide  situations. 

NTSA  proposes  that  two  safe  harbor  tests  be  adopted  -  one  for  independent 
contractor  classification  and  one  for  employee  classification.  Workers  who  fall  within 
one  of  the  safe  harbors  could  safely  be  classified  under  that  safe  harbor.  However,  if  a 
worker's  situation  is  such  that  he  or  she  disputes  the  safe  harbor  classification,  he  or  she 
can  request  a  ruling  from  the  IRS  based  on  the  common  law  factors.  This  request  would 
be  made  through  a  version  of  the  current  Fomi  SS-8  procedure. 

NTSA  believes  that  the.se  safe  harbors  will  cover  the  vast  majority  of  situations  in 
those  industries  which  currently  have  problems  with  this  issue.  Those  few  situations 
which  would  be  "at  the  margin"  could  be  resolved  using  the  Form  SS-8  approach. 

The  following  are  the  proposed  safe  harbor  parameters. 

1)  A  worker  is  an  independent  contractor  if: 

•  the  worker  works  for  several  bona  fide  customers  at  any  one  time  and,  subject 
to  agreed  upon  due  dates,  .schedules  the  order  in  which  the  work  is  done;  and 

•  the  worker  performs  substantially  all  of  the  work  at  the  worker's  place  of 
business,  which  is  not  fumishcd  by  the  customer,  or  if  it  is  furnished  by  the 
customer,  for  which  the  worker  pays  fair  market  rent;  and 

•  the  worker  bears  the  economic  risk  of  the  business  because  the  worker's 
remuneration  is  directly  based  upon  output  or  deliverables  and  not  upon  the 
number  of  hours  which  the  worker  works. 

2)  A  worker  is  an  employee  if: 

•  substantially  all  of  the  work  perfomied  by  the  worker  is  done  during  regular 
business  hours  at  one  company's  (or  that  company's  customer's)  place  of 
business;  or 
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•  the  company  schedules  the  hours  (inckuliri!;  instilulinii  nex-tiine  schctluhni;)  the 
worker  is  to  work;  or 

•  the  worker  is  paid  by  the  hour,  week  or  mouth  lor  tunc  worked;  and 

•  payment  for  work  done  for  one  company,  directly  or  indirectly,  is  the  worker's 
sole  or  major  source  of  income  for  the  worker's  services. 

('(msi.stcncy  is  the  Real  Issue 

The  employment  classification  issue  has  been  a  very  thomy  one  for  many  years. 
The  Department  of  the  Treasury,  employers  and  workers  all  have  a  real  interest  in  the 
outcome  of  this  issue.  A  new,  pemianeni  appn)ach  -  an  understandable  approach  -  is 
needed. 

We  think,  though,  that  one  element  is  crucial.   Whatever  rules  are  finally  adopted 
by  Congress  must  apply  equally  to  all  companies  and  workers,  regardless  of  how  long  a 
company  has  been  in  business  and  regardless  ol  how  it  has  classified  its  workers  in  the 
past.   If  mles  are  linked  to  the  age  of  the  company  or  how  it  classified  workers  in  the  past, 
the  confusion  and  inequities  will  simply  contiiuic. 

A  Final  Thou^fH 

Until  a  new  comprehensive  test  is  developed,  however,  .Section  1706  .SHOULD 
NOT  BH  RF-PEiALFiD!    It  has  restored  some  i:ationaliiy  to  the  classification  issue  in  the 
technical  services  industry  and  there  should  be  no  retreat  from  that  gain  except  in  the  case 
of  a  fresh  stan  for  all  industry.  The  consistency  that  Section  1706  has  brought  to  the  tax 
treatment  of  workers  within  the  technical  services  industry  has  worked.    Organizations 
such  as  the  NTSA  have  communicated  the  tax  laws  effectively  to  their  members.   As  a 
result  of  knowing  the  rules,  companies  in  the  technical  services  industry  have  treated  their 
employees  in  accordance  with  the  law  and  greater  tax  compliance  has  been  achieved. 

We  would  be  happy  to  work  with  the  subcommittee  and  its  staff  on  legislation 
similar  to  MR  .SOI  I  and  to  discuss  NTSA's  sale  harbor  proposals  in  greater  detail. 


Respectfully  submitted, 


Laura  McGuire  Mackail 
Lxecutive  Director 
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Hand  Delivered 


Martin  S.  Morris,  Esquire 
Government  Relations  Subcommittee  on 

Commerce,  Consumer  and  Monetary  Affairs 
2157  Rayburn  House  Office  Building 
Washington,  D.C.  20515 

Re:   Hearing  Record  for  June  8,  1993  Hearing 
on  Penalties  and  Employment  Tax  Laws 


JUL    6  1993. 

COMMtRCt,  CONSUMER  ANf 
''^AflY  AFFAIRS  SI JBm"- 


Dear  Marty: 

On  behalf  o 
submitting  the 
for  the  record 
Government  Oper 
Monetary  Affair 
hearing,  but  it 
concerns  about 
and  contained  i 
Reconciliation 
incorporated  se 


f  the  American  Payroll  Association  ("APA"),  I  am 
APA's  revised  position  paper  on  "SINC  reporting" 
of  the  June  8,  1993  hearing  before  the  House 
ations  Subcommittee  on  Commerce,  Consumer  and 
s.   The  APA  was  not  an  invited  witness  at  that 
had  prepared  a  draft  press  release  expressing 
the  proposal  (discussed  at  the  June  8  hearing 
n  the  House-passed  version  of  the  1993  Budget 
Bill)  to  require  Forms  1099  to  be  sent  to 
rvice-providers . 


In  response  to  several  suggestions  made  by  representatives 
of  the  IRS  about  the  APA's  draft  press  release,  we  have  made 
some  changes,  to  reflect  in  more  detail  the  IRS's  intentions  to 
propose  reporting  exemptions,  and  the  IRS's  estimates  about  the 
paperwork  burden  that  could  potentially  be  generated  by  SINC 
reporting. 

We  hope  that  the  hearing  record  remains  open  for  at  least 
30  days  after  the  June  8  hearing.   We  also  hope  that  the  APA 
will  be  invited  to  testify  at  any  future  hearing  on  this  or 
other  information  reporting  proposals  of  concern  to  APA  members. 

Sincerely  yours, 
Mary  B.  Hevener 


Enclosure 
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News  Release 


For  Release:  Contact: 

Immediate  Carolyn  M.  Kelley 

Director,  Government 
and  Public  Affairs 


June   8,    1993 


APA  Opposes  Proposed  Legislation  to 

Require  Information  Reporting  o£  All  Payments 

to  Corporate  Providers  of  Business-Related  Services 


The  American  Payroll  Association,  a  non-profit  professional 
association  representing  10,000  individuals  engaged  in  wage  and 
employment  tax  withholding,  reporting  and  depositing  for 
companies  across  the  United  States,  is  extremely  concerned  about 
the  paperwork  burden  that  could  be  created  by  the  proposal  under 
consideration  at  a  June  8  hearing  before  the  House  Government 
Operations  Subcommittee  on  Commerce,  Consumer,  and  Monetary 
Affairs  to  require  information  returns  (on  Forms  1099)  to  be 
sent  to  all  corporate  service  providers,  starting  for  payments 
made  on  and  after  January  1,  1994.   (This  so-called  "SINC" 
proposal  is  also  contained  in  the  House-passed  version  of  the 
Omnnibus  Budget  Reconcilation  Act  of  1993.) 

APA's  Position 

Unless  complex  reporting  exemptions  are  adopted,  this 
proposed  legislation  to  require  information  returns  to  be  sent 
to  all  corporate  service-providers  would  create  huge  paperwork 
burden  and  administrative  problems  for  senders,  recipients,  and 
processors  of  Forms  1099.   The  APA's  concerns  are  those  of  the 
payroll  and  other  operations  personnel  who  are  responsible  for 
preparing  and  correcting  the  Forms  1099  and  the  related  computer 
system  processes.   The  APA's  specific  problems  with  this 
"Service  Industry  Non-Compliance"  ("SINC")  proposal  are  outlined 
below. 


American  Payroll  Association 

30  East  33rd  Street,  5th  floor  •  New  York,  NY  10016-5386  •  (212)  686-2030 
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Hundreds  of  Thousands  More  Forms.   The  IRS  estimates  that 
800,000  Forms  1099  are  currently  prepared  each  year.   The  SINC 
proposal,  if  adopted  without  significant  statutory  reporting 
exmeptions,  will  significantly  expand  the  number  of  Forms  1099 
filed  (by  30  million  to  500  million  forms  each  year,  depending 
on  the  type  of  reporting  exemptions  that  are  created,  and  who 
is  doing  the  estimating) .   This  unheralded  increase  in  the 
number  of  Forms  1099  is  one  indication  of  the  huge  additional 
paperwork  burden  created  by  the  SINC  proposal.   At  large 
companies,  existing  staffs  will  be  overwhelmed  by  the  mere 
number  of  new  Forms  1099  filed.   Small  companies  will  be  forced 
to  learn  the  complexities  of  mag  media  (computer  tape)  filing 
requirements  (which  are  mandated  if  more  than  250  Forms  1099 
are  filed  in  any  year). 

Problems  in  Identifying  Corporate  Payees  and  Collecting 
TINS.   Under  current  law,  payors  are  not  required  to  collect 
TINS  from  corporate  payees  before  paying  for  business 
services.   Under  the  SINC  proposal  in  the  House  version  of  the 
Budget  bill  (which  authorizes  only  regulatory  reporting 
exemptions),  it  will  be  time-consuming  and  expensive  for  payors 
to  identify  all  corporate  payees  (differentiating  between 
payees'  agents  and  actual  payees,  and  among  different  corporate 
entities  within  a  controlled  group),  and  to  collect  and  verify 
the  TINS  and  addresses  of  all  identified  payees.   If  the 
correct  TIN  is  not  collected,  the  payor  is  required  to  backup 
withhold  (at  a  31%  rate)  on  all  payments  to  imprecisely 
identified  payees.   This  withholding  will  undoubtedly  damage 
business  relations  between  payors  and  service-providers  (who, 
after  backup  withhlding,  would  receive  only  69%  of  their  bills 
for  their  services). 

Note;   Although  the  IRS  is  authorized  under  the  SINC 
proposal  to  issue  regulatory  reporting  exemptions,  it  will 
be  very  difficult  for  the  IRS  to  complete  work* on  proposed 
regulations,  hold  a  public  hearing,  and  issue  final 
reporting  exemption  regulations  before  January  1,  1994,  the 
date  on  which  transactions  with  corporate  service-providers 
will  first  become  potentially  subject  to  Form  1099  filing. 

Problems  in  Identifying  and  Segregating  Payments  for 
"Services" .    The  SINC  proposal  gives  no  guidance  on  the  types 
of  "services"  that  must  be  reported,  or  on  the  amounts  that 
must  be  reported  where  a  payment  is  made  for  a  combination  of 
services  and  products.    In  its  testimony  at  the  June  8,  1993 
hearing  before  the  House  Government  Operations  Subcommittee  on 
Commerce,  Consumer,  and  Monetary  Affairs,  Tax  Executives 
Institute  ("TEI")  warned  the  Subcommittee,  in  one  brief 
example,  of  the  horrors  that  would  be  created  if  information 
returns  must  be  sent  to  AT&T,  MCI,  Sprint,  and  their 
competitors  reflecting  the  cost  of  all  long-distance  business 
telephone  calls. 
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While  supporting  TEI's  testimony,  the  APA  also  warns 
Congress  that  the  same  system  overload  of  Forms  1099  forecast 
by  TEI  just  for  phone  services  will  be  created  under  SINC  for 
dozens  of  other  industries,  including  airlines,  car  rental 
companies,  restaurants,  hotels,  banks  and  financial  services 
companies,  theaters,  sports  arenas,  delivery  services,  copying 
services,  computer  service  companies,  construction  companies, 
decorating  firms,  electric  and  water  utilities,  and  hosts  of 
other  services  companies.    In  fact,  SINC  will  require  Forms 
1099  to  be  sent  in  any  case  where  businesses  buy  services 
either  directly  or  indirectly,  unless  complex  reporting 
exemptions  are  created. 

Note;   The  IRS  plans  to  use  its  regulatory  authority  to 
issue  reporting  exemptions,  but,  as  noted  on  page  2  above, 
it  will  be  very  difficult  for  the  IRS  to  complete  work  on 
these  SINC-exemption  regulations  before  January  1,  1994, 
the  date  on  which  transactions  with  corporate 
service-providers  will  first  become  potentially  subject  to 
Form  1099  filing. 

Problems  in  Identifying  Payors  (Especially  Where  Employees 
Buy  Services  under  Reimbursement  Arrangements) .    The  current 
rules  for  information  reporting  to  unincorporated 
service-providers  do  not  clearly  indicate  who  should  send  or 
receive  Forms  1099  in  three-party  situations  (e.g.,  where  one 
person  pays  amounts  on  behalf  of  another) .   Examples  of 
confusing  cases  include  employees'  reimbursed  business  expenses 
and  credit  card  charges.   As  a  result  of  these  unclear  IRS 
instructions,  significant  noncompliance  already  exists  with  the 
information  reporting  rules  now  in  effect.   This  confusion  will 
be  compounded  by  SINC,  because  the  numbers  of  service 
transactions  by  incorporated  service-providers  in  the  business 
world  far  exceed  the  numbers  of  service  transactions  by 
unincorporated  service  providers,  and  thus  there  will  be  many 
more  frequent  disputes  over  who  (if  anyone)  must  bear  the 
burden  of  sending  the  Forms  1099. 

Note;   According  to  IRS  statistics,  there  are  approximately 
7  million  sole  proprietors  in  the  "service  industry," 
compared  to  approximately  2  to  3  million  service 
corporations.   However,  because  service  corporations  on 
average  are  much  larger  than  sole  proprietorships,  they 
provide  services  to  many  more  business  customers  than  do 
sole  proprietorships.   Even  if  SINC  reporting  exemptions 
are  designed  for  very  large  service  corporations,  the 
unexempted  incorporated  service-providers  that  must  receive 
information  returns  are  still  likely  to  have  far  more 
service  transactions  with  business  customers,  on  a 
collective  basis,  than  do  sole  proprietorships. 
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Problems  in  Administering  Complicated  Reporting 
Exemptions.   Opponents  of  SINC  have  urged  Congress  to  create  a 
series  of  reporting  exemptions  for  businesses  over  a  certain 
size  (e.g.,  $15  million  of  gross  revenue),  or  for  payments 
where  services  constitute  less  than  25%  of  the  payment,  or  for 
payments  for  certain  types  of  services.   Any  of  these 
exemptions  would  decrease  the  number  of  Forms  1099  that  are 
filed.   However,  most  of  the  exemptions  suggested  to  date  also 
would  be  extremely  difficult  for  the  senders  of  Forms  1099  to 
understand  and  administer.   Would  payors  be  required  to  have 
all  payees  signs  Forms  W-9  attesting  to  the  payee's  reporting 
exemption?   (This  requirement  alone  would  require  the  mailing 
of  hundreds  of  millions  more  forms  each  year.)   If  a  system  for 
determining  payees'  exemptions  other  than  Form  W-9  is  designed, 
how  would  it  operate?   How  would  the  exemption  test  be  applied 
where  a  service-provider  does  business  as  a  franchisee,  agent, 
or  licensee  of  a  much  larger  business?    If  the  current  year  is 
relevant  in  determining  the  reporting  exemption,  what  happens 
if  a  payee's  reporting  exemption  changes  during  the  year?  Who 
would  inform  payors  and  payees  about  the  types  of  reporting 
exemptions  under  SINC?   How  much  time  would  they  be  given  to 
learn  the  new  reporting  rules? 

Penalties  for  Reporting  Errors  Fall  Unfairly  on  Payors. 
The  Form  1099  information  reporting  penalties  (or  up  to  20%  of 
the  income  not  correctly  reported),  the  expense  of  correcting 
reporting  errors  (which  requires  the  sending  of  two  correction 
forms),  and  all  the  backup  withholding  rules  and  penalties  fall 
unfairly  on  payors,  not  payees.   If  noncompliant  payees  in  the 
service  industry  provide  invalid  TINS,  payors  (who  typically 
are  struggling  to  comply  with  these  rules)  will  be  liable  for 
taxes  and  penalties  potentially  exceeding  50%  of  their 
payments,  and  charged  with  administering  cumbersome  Form  1099 
correction  procedures  and  complex  backup  withholding  rules. 

Note;   This  payor  burden  admittedly  exists  under  the 
current  information  reporting  system,  but  the  problems  will 
be  compounded  by  SINC  reporting,  merely  because  many  more 
Forms  1099  must  be  sent,  to  payees  that  have  never  before 
been  recipients  of  Forms  1099. 

Suggested  Changes  to  SINC.   In  view  of  all  the  problems 
outlined  above,  the  APA  suggests  the  following  changes  to  the 
SINC  proposal: 

•    First  Identify  Problems  With  the  Existing  Information 
Reporting  System.   Before  instituting  a  whole  new 
system  of  information  reporting  to  a  universe  of 
payees  that  have  always  been  exempt  from  information 
reporting,  the  IRS  should  issue  clear  rules  explaining 
the  current  system.   For  example,  who  should  send 
Forms  1099  in  three-party  cases  (where  one  persons 
sends  or  receives  payments  on  behalf  of  another)? 
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What  should  be  reported  on  a  Form  that  combines 
payments  reflecting  both  income  and  non-income  items 
(e.g.,  payments  for  services  combined  with 
reimbursements  of  expenses)?  What,  precisely,  are  the 
penalties  for  sending  incorrect  information  returns  or 
for  violating  the  backup  withholding  rules? 

Run  A  Test  Program  on  Information  Reporting  to 
Incorporated  Payees.   No  adequate  studies  have  ever 
been  conducted,  to  see  if  this  proposal  for 
information  reporting  to  service  providers  will 
actually  collect  the  projected  revenues,  without 
unduly  burdening  the  payors  tasked  with  sending  the 
returns.   For  example,  a  test  could  easily  be  run 
under  the  current  rules  requiring  information 
reporting  to  incorporated  providers  of  medical  care 
services.   These  rules  (a  tiny  precursor  of  SINC)  are 
widely  misunderstood,  and  poorly  complied  with.   Why 
not  improve  these  reporting  rules  for  payments  to 
doctors,  clinics,  and  hospitals,  to  see  if  correct 
information  reporting  actually  improves  payees'  tax 
compliance  at  minimal  expense  to  payors  (as  the  GAO 
and  IRA  attest  SINC  will  do),  before  compounding 
existing  reporting  problems  by  subjecting  all  service 
payments  to  information  reporting? 

Defer  SINC's  Effective  Date.   The  entire  SINC  proposal 
should  be  deferred  until  the  IRS  has  established 
systems  to  permit  payors  both  (1)  to  identify  the 
types  of  payees  who  must  receive  information  returns 
(e.g.,  through  a  coding  system  that  is  part  of  each 
taxpayer's  TIN),  and  (2)  to  verify  the  accuracy  of  any 
TIN  provided  by  a  payee  (using  an  efficient  and 
user-friendly  TIN-verif ication  system,  which  has  been 
described  but  not  yet  developed  by  the  IRS) .   In 
addition,  the  SINC  reporting  rules  should  not  apply 
until  at  least  one  calendar  year  after  final 
regulations  have  been  issued  that  answer  all  the 
concerns  and  problems  of  the  system  adminstrators 
responsible  for  applying  these  rules. 

Allow  Time  for  Training  Internal  Personnel  About  the 
New  Rules.    Congress  and  the  IRS  must  allow 
sufficient  time  for  educating  the  business  community 
(especially  the  small  business  community)  about  their 
new  reporting  obligations,  if  any  expansion  of  the 
information  reporting  rules  is  adopted.   It  will  take 
weeks  of  training  about  any  new  reporting 
requirements,  and  months  of  planning  new  information 
tracking  and  reporting  systems,  before  internal 
company  personnel  can  hope  to  avoid  (or  abate)  the 
penalties  that  apply  to  payors  when  errors  are  made  on 
information  returns. 
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CONCLUSION 

The  IRS  estimates  that  reporting  under  its  SINC  proposal 
would  generate  30  to  35  million  new  Forms  1099  per  year.   This 
IRS  estimate  presumably  is  based  on  an  assumption  that 
significant  reporting  exemptions  would  be  created  in  IRS 
regulations  for  certain  payees,  and  certain  kinds  of  services. 
The  APA  is  extremely  concerned  that  there  will  not  be  adequate 
time  between  passage  of  the  Budget  Reconciliation  Act  and 
January  1,  1994  for  the  IRS  to  design  both  reporting  exemptions 
and  detailed  explanations  of  the  reporting  system,  and  for 
businesses  to  train  their  information  reporting  personnel. 
The  APA  urges  Congress  not  to  force  payors  to  try  to  comply  in 
4-5  months  with  such  a  inadequately  analyzed,  poorly 
understood,  and  as-yet-unadministrable  change  in  the  1099 
reporting  system. 

The  American  Payroll  Association  was  not  a  scheduled 
witness  at  the  June  8,  1993  hearing,  but  it  would  welcome  a 
chance  to  testify  on  this  proposal  at  any  future  public  hearing 
that  might  be  held. 


For  further  information  contact: 


Carolyn  Kelley 

American  Payroll  Association 

Director  of  Government  Affairs 

(212)    686-2030 
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